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STATUS  OF  THE  ADMINISTRATION'S  CREDIT 
AVAILABILITY  PROPOSAL 


THURSDAY,  MARCH  17,  1994 

House  of  Representatives, 
Committee  on  Small  Business, 

Washington,  DC. 

The  committee  met,  pursuant  to  notice,  at  10:08  a.m.,  in  room 
2359-A,  Rayburn  House  Office  Building,  Hon.  John  J.  LaFalce 
(chairman  of  the  committee),  presiding. 

Chairman  LaFalce.  The  Small  Business  Committee  will  come  to 
order.  We  have  two  panels  today.  We  are  going  to  have  regulators, 
and  then  we  are  going  to  have  some  people  out  there  in  the  field 
either  making  or  not  making  loans,  and  another  group  receiving  or 
not  receiving  loans. 

I  am  going  to  make  a  radical  suggestion — that  you  not  get  the 
benefit  of  hearing  my  brilliant  opening  statement,  if  you  will  prom- 
ise to  read  it.  I  will  insert  it  in  the  record  as  if  read. 

[Chairman  LaFalce's  statement  may  be  found  in  the  appendix.] 

Chairman  LaFalce.  Having  established  that  precedent,  I  am 
wondering  if  the  others  might  wish  to  follow  suit. 

Mrs.  Meyers.  I  think  that  this  is  a  wonderful  St.  Patrick's  Day 
precedent,  to  let  our  witnesses  testify  instead  of  us.  So,  I  will  forego 
my  opening  statement. 

Chairman  LaFalce.  It  will  be  inserted  in  the  record. 

[Ms.  Meyers'  statement  may  be  found  in  the  appendix.] 

Mr.  Baker.  I  hope  it  will  be  standard  operating  procedure. 

Chairman  LaFalce.  Will  you  put  yours  in  for  the  record? 

Mr.  Ramstad.  Yes,  for  the  record,  Mr.  Chairman. 

[Mr.  Ramstad's  statement  may  be  found  in  the  appendix.] 

Chairman  LaFalce.  I  have  Mr.  Johnson's. 

[Mr.  Johnson's  statement  may  be  found  in  the  appendix.] 

Chairman  LaFalce.  Very  good.  We  have  had  some  magnificent 
statements  prepared  and  inserted  in  the  record,  it  is  incumbent  on 
you  under  pain  of  mortal  sin  to  read  them. 

Now  we  go  to  our  witnesses.  We  will  put  all  of  your  statements 
in  the  record  too.  Why  do  we  not  first  call  upon  the  Under  Sec- 
retary for  Domestic  Finance  of  the  Department  of  Treasury,  Mr. 
Frank  Newman. 

TESTIMONY  OF  FRANK  N.  NEWMAN,  UNDER  SECRETARY  FOR 
DOMESTIC  FINANCE,  U.S.  DEPARTMENT  OF  THE  TREASURY 

Mr.  Newman.  Thank  you,  Mr.  Chairman.  I  will  work  from  notes 
here,  and  try  to  just  hit  high  points  in  the  spirit  of  what  you  just 
mentioned. 

(1) 


I  should  mention  right  at  the  beginning  that  I  think  all  of  us  are 
not  only  happy  to  be  here,  but  we  really  appreciate  the  support 
that  all  of  you  on  this  committee  have  given  to  the  efforts  that  sup- 
port small  business.  We  have  all  worked  together  pretty  success- 
fully, although  clearly  there  is  a  lot  more  to  be  done. 

Last  June,  I  testified  to  this  committee  that  the  economy  was  in 
the  midst  of  a  slow,  fragile  recovery.  Now  the  recovery  is  much 
more  solid  for  a  whole  variety  of  reasons.  The  deficit  is  still  here, 
but  has  improved.  The  credit  availability  program,  we  think,  has 
materially  contributed  to  the  recovery. 

Balance  sheets  of  businesses  are  far  stronger  than  they  have 
been  in  recent  years.  Business  failures  are  also  declining. 

The  banking  system  is  much  more  profitable  than  it  nas  been  in 
prior  years.  It  was  a  record  year  in  1993,  both  in  dollars  and  in 
return  on  assets.  Troubled  assets  are  now  at  their  lowest  levels 
since  the  first  quarter  of  1989.  The  thrift  industry,  as  OTS  Director 
Fiechter  will  testify  in  a  moment,  is  also  performing  reasonable 
well. 

I  think  additional  evidence  can  be  found  in  the  nature  of  the  is- 
sues of  concern  to  some  of  your  constituents.  I  know  this  varies 
from  part  of  the  country  to  part  of  the  country.  But  about  a  year 
ago.  Comptroller  Ludwig  and  I  met  with  a  group  of  bankers  from 
both  rural  and  metropolitan  areas.  The  principal  item  on  their 
agenda  was  the  credit  crunch.  They  just  wanted  to  beat  us  up,  or 
beat  him  up  essentially. 

Chairman  LaFalce.  It  is  pay-back  time.  You  heard  that. 

Mr.  Newman.  That  was  the  essence  of  the  meeting. 

Just  recently,  last  month,  I  met  with  the  very  same  group  of 
bankers,  and  the  credit  crunch  was  not  even  on  their  agenda. 
Maybe  you  can  argue  that  it  is  because  we  replaced  the  lesser  con- 
cerns with  other  concerns,  such  as  CRA  and  regulatory  consolida- 
tion. 

But  when  I  asked  them  about  it,  they  said  yes,  things  have  im- 
proved a  lot.  Of  course,  they  are  never  perfect,  but  they  have  im- 
proved. 

The  Credit  Availability  Program  was  introduced  by  the  President 
about  a  year  ago.  It  was  targeted  to  reduce  the  regulatory  and  ad- 
ministrative burden  that  would  help  improve  the  flow  of  credit, 
particularly  to  small  and  medium  sized  businesses,  farms,  with 
special  attention  to  low  income,  and  minority  borrowers,  and  com- 
munities. 

There  were  a  number  of  steps  taken.  They  are  all  in  the  record 
here.  Some  of  them  specifically  had  to  do  with  small  business  loan 
documentation.  Some  of  the  programs  were  extended  from  their 
original  group,  partly  based  on  suggestions  from  you,  Mr.  Chair- 
man, and  others  on  the  committee.  It  seems  to  be  working  quite 
well. 

I  should  mention  that  we  have  also  taken  some  steps  to  elimi- 
nate duplicative  examination  processes  and  procedures.  The  FDIC 
and  the  OCC,  for  example,  announced  an  agreement  to  better  co- 
ordinate their  examinations  and  streamline  the  examination  of 
multibank  holding  companies. 

I  think  all  of  us,  though,  are  aware  that  the  longer  run  solution 
to  this  problem  of  regulators  tripping  over  each  other's  shoe  laces 


at  financial  institutions  is  to  change  our  regulatory  structure.  All 
of  us  here  at  this  table  are  working  to  try  to  develop  the  best  ap- 
proach for  that  program. 

Chairman  LaFalce.  When  you  and  the  Fed  are  in  accord  on  a 
plan,  I  hope  that  you  will  come  visit  me,  and  we  will  try  our  best 
to  promote  that  in  a  unified  effort. 

Mr.  Newman.  We  would  be  very,  very  happy  to  do  that,  Mr. 
Chairman. 

We  also  put  new  emphasis  on  detecting  and  correcting  discrimi- 
nation in  lending.  Recently,  as  many  of  you  know,  the  Federal 
banking  and  thrift  agencies  and  six  other  Federal  agencies  released 
a  joint  policy  statement  on  discrimination,  specifying  lending  pat- 
terns and  practices  that  are  illegal  under  discrimination  laws. 

We  are  trying  to  reduce  regulatory  and  paperwork  burden.  Some 
of  this  is  legislative,  as  you  know,  and  is  contained  in  the  commu- 
nity development  financial  institutions  bill.  There  are  provisions  in 
there  to  reduce  some  of  the  needless  paperwork  burdens. 

I  do  need  to  pause  here  and  talk  a  little  bit  about  what  is  going 
on,  because  we  can  get  carried  away.  I  honestly  believe  that  there 
has  been  significant  improvement  in  this  area.  But  is  it  true  that 
bank  examination  procedures  are  still  overly  intrusive?  I  think 
they  are.  Do  they  still  get  too  much  involved  in  items  that  are  not 
really  material  to  the  safety  and  soundness  institutions?  I  think 
they  still  do.  Is  it  better  than  it  was  before?  Yes.  Is  it  going  to  be 
better  still?  Yes. 

It  is  partly  because  we  are  continuing  to  work  with  the  examina- 
tion procedures  and  the  regulations  to  make  them  more  focused,  fo- 
cused on  things  that  really  matter,  rather  than  things  that  are  rel- 
atively trivial.  But  they  just  consume  a  huge  amount  of  time  and 
effort  on  the  part  of  the  bankers,  and  divert  them  from  more  impor- 
tant things.  Partly  because  we  do  have  some  legislative  improve- 
ments going  into  place. 

In  terms  of  measuring  what  is  happening,  as  you  all  know,  it  is 
very  difficult  to  quantify  the  amount  of  small  business  borrowing. 
Prior  to  the  recent  changes  in  what  is  known  as  the  call  report,  the 
consolidated  report  of  operations  that  is  produced  by  banks  and 
thrifts,  small  business  bank  loans,  and  thrift  loans  were  grouped 
in  a  broad  category  of  total  commercial  and  industrialized  loans. 

The  problem  with  that  is  it  groups  very  large  corporations  in 
with  smaller  companies.  Besides  which,  we  do  not  have  any  data 
on  details  of  lending  to  small  businesses  by  nonbank  finance  com- 
panies, which  are  an  important  part  of  the  overall  picture. 

We  now  do  have,  in  the  recent  call  report,  changes  to  some  fig- 
ures on  small  business  lending  that  are  at  least  an  approximation. 
The  way  that  they  are  put  together  is  by  the  size  of  the  loan,  rath- 
er than  the  size  of  the  business.  So,  it  is  only  an  approximation. 
But  that  was  more  accessible  data  for  most  of  the  banks,  and  we 
could  get  started  on  that. 

That  is  being  collected  once  a  year.  So,  we  have  data  now  that 
shows  us  the  first  results  from  last  year.  Well,  we  do  not  have  any 
trends  yet.  It  is  too  soon  to  see  any  trends. 

One  of  the  things  that  was  interesting  though  is  that  a  fairly 
large  percentage  of  these  domestic  U.S.  based  loans  to  commerce 
and  industry,  about  36  percent  of  the  dollar  volume,  is  less  than 


a  million  dollars.  Now  it  depends  on  how  big  your  business  is 
whether  a  million  dollars  is  a  big  amount  or  a  small  amount.  But 
the  fact  that  36  percent  were  under  a  million  dollars  I  found  pretty 
encouraging.  It  takes  only  a  small  number  of  very  large  gigantic 
loans  to  swing  the  balance.  We  will  be  seeing  what  the  trend  is 
over  time. 

There  are  other  studies,  and  Governor  LaWare  will  probably  re- 
port on  some  of  the  studies  done  by  the  Federal  Reserve.  There 
have  been  other  studies  done  by  other  organizations.  I  think  gen- 
erally the  results  are  that  they  showed  improving  trends. 

We  are  aware  that  there  is  a  tremendous  amount  of  variation  re- 
gionally. When  you  look  at  the  latest  figures  for  commercial  loans 
for  example,  and  you  look  at  some  major  areas  like  California,  par- 
ticularly southern  California,  and  New  York  State,  Mr.  Chairman, 
and  parts  of  New  England,  it  does  not  look  good.  The  commercial 
loan  volume  is  still  declining.  In  some  other  States  around  the 
country.  Although  the  majority  of  the  other  States  are  actually 
showing  increases,  some  of  them  fairly  robust  increases. 

Chairman  LaFalce.  Do  you  have  tnis  on  a  State  by  State  basis? 

Mr.  Newman.  Yes,  we  do  have  it. 

Chairman  LaFalce.  Would  you  submit  that  to  the  committee? 

Mr.  Newman.  Yes,  fme,  Mr.  Chairman.  One  of  the  things  that  we 
think  has  changed  though  is  that  in  many  cases  the  concerns  that 
bankers  have  in  terms  of  making  loans  in  those  areas  has  switched 
from  feeling  that  it  is  the  regulators  who  are  preventing  them  from 
making  loans  to  more  of  a  concern  about  their  own  judgment  about 
the  economic  viability  of  the  region's  economy  and  the  businesses 
and  the  economy. 

We  have  talked,  for  example,  with  some  bankers  in  southern 
California  where  what  they  tell  us  that  it  is  no  longer  a  major 
problem,  but  they  are  afraid  that  the  regulators  are  going  to  come 
in  and  pick  on  them  for  making  what  they  think  are  perfectly  le- 
gitimate loans. 

Their  concern  is,  given  all  of  the  problems  in  southern  California 
about  their  own  judgment  as  to  whether  a  business  really  qualifies 
as  creditworthy.  That  again,  I  think,  points  out  the  great  impor- 
tance of  the  SBA  Program.  I  know  it  is  something  that  you  have 
supported  very  strongly,  and  we  join  you  in  that. 

But  to  have  an  SBA  Program  in  place  and  able  to  fill  that  gap, 
when  for  good  market-oriented  business  judgment  reasons  the 
lenders  do  not  feel  that  a  particular  borrower  qualifies  under  nor- 
mal circumstances,  is  just  a  critical  part  of  the  entire  system. 

Just  briefiy  on  the  community  development  financial  institutions 
bill.  Partly  because  it  is  on  the  fioor  of  the  Senate  today.  As  you 
know,  it  has  already  gone  through  the  fioor  of  the  House.  We  are 
very  supportive  of  it,  although  there  are  differences  in  the  two  bills. 

Chairman  LaFalce.  It  has  gone  through  the  committee  in  the 
House. 

Mr.  Newman.  It  has  passed  the  House,  I  understand.  Hopefully, 
it  will  pass  the  fioor  of  the  Senate  today,  and  then  go  to  conference. 

There  are  differences.  But  in  our  judgment  anyway,  the  heart  of 
the  bill  is  pretty  much  the  same  in  both  cases.  We  hope  that  the 
conference  will  be  able  to  resolve  any  differences  very  quickly,  and 
get  this  into  implementation. 


The  community  development  banking  bill  is  not  a  panacea.  It  is 
just  a  part  of  the  overall  picture.  It,  too,  uses  the  private  sector 
heavily.  It  is  oriented  toward  matching  funds  from  the  private  sec- 
tor in  the  areas  of  investments  and  community  development  banks. 
But  it  is  a  piece  of  the  puzzle. 

We  also  think  that  rationalizing  the  regulatory  process  really  can 
have  long  run  benefits  to  small  businesses  too.  Very  often  in  small 
business  lending  where  there  are  gray  areas  and  differences  in 
judgment  from  one  regulator  to  another  where  you  get  this  mul- 
tiplicity really  slowing  things  down  or  really  adding  to  the  paper- 
work burden.  If  we  can  get  things  more  streamlined  in  the  regu- 
latory process,  that  there  will  be  particularly  a  payoff  in  small 
business. 

I  just  want  to  make  a  brief  comment  on  interstate  banking. 
There  are  a  few  benefits  potentially  to  small  business  in  interstate 
banking  legislation,  which  seems  to  be  doing  very  well  in  both 
houses.  One  is  just  that  it  allows  institutions  to  better  diversify 
their  asset  portfolios.  So,  when  there  is  a  regional  problem,  that  re- 
gional problem  does  not  necessarily  need  to  turn  off  lending  com- 
pletely. When  you  have  an  institution  that  has  its  entire  asset  base 
in  one  region,  if  that  region  has  a  problem,  or  that  State  has  a 
problem  or  whatever,  it  is  going  to  be  very  difficult  for  them. 
Where  if  you  had  more  diversified  businesses,  then  they  can  absorb 
those  problems. 

Another  reason  is  a  lot  of  small  businesses  cross  State  lines. 
Right  now,  the  system  is  very  cumbersome.  I  remember  when  I 
was  in  the  banking  business  myself  dealing  with  some  customers 
who  were  small  businesses  who  might  have  three  or  four  locations, 
but  happened  to  be  located  on  a  State  border. 

So  some  of  them  were  in  one  State,  and  some  of  them  in  the 
other  State.  They  literally  could  not  have  the  same  bank  account. 
So,  all  of  a  sudden  they  had  to  manage  two  separate  accounts,  two 
separate  payroll  accounts,  two  separate  tax  accounts,  the  entire 
works,  instead  of  consolidating  into  one,  simply  because  our  laws 
do  not  permit  at  the  moment  those  two  banks,  legally  separate 
banks  in  two  different  States,  to  operate  as  a  single  bank  to  serve 
that  customer  more  efficiently.  That  also  will  change  with  this  bill. 

So  briefly  on  CRA,  and  I  will  wrap  up  here.  You  know  that  the 
regulatory  authorities  are  addressing  changing  the  CRA  emphasis 
from  paperwork  to  performance.  That,  too,  should  have  benefits  to 
small  businesses.  One  of  the  particular  proposals  is  that  insured 
depository  institutions  would  receive  explicit  CRA  credit  for  small 
business  loans  that  were  made  in  low  to  moderate  income  areas. 
The  rules  would  call  for  a  better  collection  of  data  on  small  busi- 
ness lending. 

That,  I  think,  is  the  overview,  Mr.  Chairman.  I  do  not  know  how 
you  want  to  proceed  with  questions.  Whether  you  want  to  do  the 
whole  panel  first. 

Chairman  LaFalce.  I  think  we  should  have  the  whole  panel 
first,  if  we  could.  Thank  you  very  much  then,  Mr.  Newman. 

[Mr.  Newman's  statement  may  be  found  in  the  appendix.] 

Chairman  LaFalce.  Let  us  now  go  to  Mr.  John  LaWare,  a  mem- 
ber of  the  Board  of  Governors  of  the  Federal  Reserve  System.  Mr. 
LaWare. 


TESTIMONY  OF  JOHN  P.  LA  WARE,  MEMBER,  BOARD  OF 
GOVERNORS  OF  THE  FEDERAL  RESERVE  SYSTEM 

Mr.  LaWare.  Mr.  Chairman,  since  Secretary  Newman  has  out- 
lined the  initiatives  that  we  all  took  in  pursuit  of  the  President's 
initiative,  I  think  I  will  forego  that,  and  maybe  comment  a  little 
bit  about  what  we  see  as  some  of  the  results  of  these  efforts. 

We  are  certainly  beginning  to  see  evidence  that  business  lending 
has  picked  up,  including  small  business  lending.  Indeed,  in  recent 
quarters,  incoming  data  disclosed  will  have  revealed  appreciable 
underlying  strength. 

Through  much  of  1993,  overall  business  demands  for  credit  re- 
mained weak.  In  aggregate,  the  nonfinancial  businesses  largely 
used  internal  funds  to  finance  growing  outlays  for  fixed  capital  and 
inventories,  and  continued  to  focus  efforts  heavily  on  balance  sheet 
restructuring,  just  as  the  banks  were  doing.  When  external  financ- 
ing was  needed,  it  was  concentrated  in  the  capital  markets  rather 
than  in  the  banks.  Many  firms  used  the  proceeds  from  new  security 
offerings  to  pay  down  bank  loans,  and  such  pay  downs  were  an  im- 
portant factor  contributing  to  the  continued  weakness  in  total  busi- 
ness loan  growth  last  year. 

The  favorable  interest  rate  environment  and  the  restructuring 
activities  of  firms  have  produced  a  much  healthier  business  sector. 
Indicators  of  financial  stress,  including  loan  default  rates  and 
bankruptcy  filings,  have  dropped  well  below  the  peaks  of  recent 
years.  Bank  performance  has  been  strong.  Equity  capital  has 
climbed,  and  the  percentage  of  trouble  assets  on  the  books  of  banks 
dropped  to  its  lowest  level  since  1986. 

As  banks  have  become  more  assured  of  their  own  financial 
health  and  that  of  their  customers,  their  willingness  to  lend  has 
grown.  The  Federal  Reserve  surveys  last  year  showed  a  consistent 
easing  of  terms  and  standards  on  business  and  consumer  loans  as 
the  year  progressed. 

I  might  say  that  that  trend  toward  ease  has  generally  stabilized 
now.  There  are  relatively  few  banks  reporting  additional  easing 
trends. 

Although  growth  of  total  business  loans  was  held  down  last  year 
by  the  restructuring  activity  of  big  firms,  we  began  to  see  signs  of 
a  pick-up  in  lending  to  small  firms.  The  new  call  report  data  on 
small  business  loans  provides  some  evidence  of  that. 

More  than  6,000  banks  indicated  on  the  June  Call  that  "virtually 
all"  of  their  loans  to  businesses  were  less  than  $100,000  in  size.  We 
feel  comfortable  in  assuming  that  most  of  the  small  loans  reported 
by  these  banks  are  to  small  businesses.  It  is  not  characteristic  for 
big  companies  to  borrow  in  tiny  little  amounts  like  that. 

We  singled  out  those  banks  to  see  what  had  happened  to  their 
lending  last  year.  We  found  that  while  aggregate  business  loans 
were  running  off  last  year,  that  subset  of  banks  maintained  and  in- 
creased their  lending  to  small  customers. 

In  fact,  in  the  first  2  months  of  this  year,  growth  of  business 
loans  in  all  domestic  banks  has  begun  to  strengthen.  Total  commer- 
cial and  industrial  loans  increased  at  an  average  rate  of  7.5  percent 
in  January  and  February.  That  is  a  significant  change. 

In  the  last  survey  of  bank  lending  officers,  respondents  indicated 
that  the  demand  for  loans  by  businesses  has  firmed,  largely  reflect- 


ing  increased  needs  to  finance  inventories  and  investment  in  plant 
and  equipment. 

Now  those  signs  of  greater  willingness  to  borrow  and  spend  on 
the  part  of  businesses  are  quite  encouraging.  Banks  which  are  bet- 
ter capitalized  and  more  liquid  than  they  have  been  in  a  long 
while,  appear  to  be  able  and  willing  to  meet  the  rising  credit  de- 
mand. In  this  environment,  I  believe  that  the  recent  initiatives 
taken  in  the  supervisory  area  will  encourage  new  lending,  particu- 
larly to  smaller  borrowers. 

You  also  asked  my  opinion  about  the  need  for  additional  initia- 
tives. I  view  the  steps  that  have  recently  been  taken  as  an  ongoing 
part  of  the  supervisory  process.  Regulators  always  have  to  remain 
vigilant  to  possibilities  for  reducing  burdens  and  making  the  super- 
visory process  more  efficient.  Secretary  Newman  has  also  touched 
on  this. 

We  must  also  guard  against  implementing  new  policies  that 
might  unnecessarily  impede  the  lending  process  by  imposing  an  ad- 
ditional burden.  We  must  be  aware  of  special  situations,  such  as 
those  resulting  from  the  California  earthquake,  when  there  may  be 
a  need  to  ease  standards  across  the  board  temporarily,  in  order  to 
encourage  the  flow  of  credits  to  those  who  need  it. 

While  supervision  alone  cannot  play  the  sole  role  here,  there  is 
always  a  need  for  the  Congress  and  the  agencies  to  work  together 
to  foster  an  environment  for  banks  that  will  allow  them  to  compete 
efficiently  in  financial  markets. 

Important  in  this  regard  are  the  initiatives  now  before  Congress 
related  to  interstate  banking  and  broader  powers  for  banks.  We 
certainly  second  everything  that  Secretary  Newman  has  said  in 
that  regard. 

Let  me  conclude  by  commenting  on  the  adequacy  of  the  new  data 
that  we  now  collect  on  the  Call  Reports  for  assessing  credit  avail- 
ability to  small  businesses.  The  Call  Report  data  are  a  good,  albeit 
not  perfect,  measure  of  bank  lending  to  small  businesses.  We  be- 
lieve that  their  usefulness  as  an  indicator  of  trends  in  bank  credit 
flows  will  increase  each  year  as  we  collect  more  observations,  and 
the  data  will  be  a  valuable  supplement  to  information  from  other 
sources. 

The  agencies  do  not  see  the  need  to  add  items  to  the  Call  Report, 
or  to  collect  information  by  size  of  borrower  instead  of  size  of  loan. 
It  would  be  extremely  costly  for  most  banks  to  provide  data  by  size 
of  the  business  because  their  records,  especially  automated  records, 
do  not  group  loans  in  that  way. 

Call  Report  data,  whether  by  size  of  loan  or  borrower,  will  not 
yield  a  comprehensive  enough  view  to  evaluate  the  adequacy  and 
risks  of  small  business  financing.  For  example,  we  would  need  in- 
formation on  such  items  as  price  and  borrowing  terms  of  business 
loans;  personal  or  credit  card  loans  that  are  used  for  business  pur- 
poses; risk  characteristics  of  the  borrower  and  the  firm's  access  to 
capital;  and  the  cost  and  availability  of  credit  from  non  bank 
sources. 

We  are  now  undertaking  an  extensive  survey  of  small  businesses, 
including  1,200  minority-owned  small  businesses.  I  have  with  me 
the  questionnaire,  I  almost  need  two  hands  to  hold  it  up.  There  are 
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700  questions  in  this  questionnaire,  which  will  go  to  6,000  small 
businesses  including  1,200  minority-owned  small  businesses. 

I  think  it  is  apparent  from  the  size  of  the  document  that  the  in- 
formation we  hope  to  gain  from  this  survey  would  be  impossible  to 
collect  in  the  Call  Report. 

Finally,  let  me  summarize  by  saying  that  the  Federal  Reserve 
recognizes  the  highly  important  role  that  small  business  firms  play 
in  the  economy,  and  the  need  to  promote  the  flow  of  credit  to  these 
firms.  We  intend  to  continue  to  seek  ways  consistent  with  safety 
and  soundness  standards  to  achieve  that  objective. 

I  will  be  happy  to  answer  questions  at  the  appropriate  time. 
Thank  you. 

[Mr.  LaWare's  statement  may  be  found  in  the  appendix.] 

Chairman  LaFalce.  Thank  you  very  much,  Governor  LaWare. 

Our  next  witness  is  the  Comptroller  of  the  Currency,  Mr.  Eugene 
Ludwig. 

TESTIMONY  OF  EUGENE  A.  LUDWIG,  COMPTROLLER  OF  THE 

CURRENCY 

Mr.  Ludwig.  Thank  you,  Mr.  Chairman,  and  members  of  the 
committee.  I  appreciate  this  opportunity  to  discuss  the  administra- 
tion's program  for  improving  the  availability  of  credit  to  small  busi- 
nesses and  other  borrowers. 

We  certainly  agree  with  the  members  of  this  committee  and  you, 
Mr.  Chairman,  that  small  businesses  are  critical  to  the  U.S.  econ- 
omy. They  create  new  jobs.  They  account  for  major  advances  in  eco- 
nomic productivity.  They  generate  competition  and  innovation. 

Banking  and  small  business  work  hand  in  hand.  Small  busi- 
nesses depend  heavily  on  bank  loans  to  obtain  operating  capital 
and  financing  for  expansion.  Bank  loans  also  play  an  important 
role  in  financing  small  business  startups,  a  key  ingredient  in  revi- 
talizing economically  distressed  communities. 

When  the  supply  of  bank  credit  shrinks,  small  businesses  have 
few  other  sources  of  funding.  Thus,  ensuring  access  to  bank  credit 
is  vitally  important  both  to  the  small  business  community  and  to 
the  economy  as  a  whole.  I  commend  you,  Mr.  Chairman,  for  your 
efforts  to  focus  attention  on  the  issue  of  ensuring  access  to  credit 
for  the  important  small  business  segment  of  this  economy. 

I  have  a  written  statement  that  I  would  ask  be  submitted  for  the 
record.  I  would  like  to  focus  this  morning  on  our  experience  in  the 
last  15  months  and  on  where  we  see  the  program  going  in  the  fu- 
ture. 

First,  our  experience.  When  President  Clinton  took  office  in  Jan- 
uary 1993,  one  of  his  first  priorities  was  improving  the  availability 
of  credit.  At  that  time,  small  business  owners  and  managers  in  all 
parts  of  the  country  were  having  difficulty  obtaining  credit  for  busi- 
nesses or  projects  for  which  they  believed  they  would  have  received 
credit  in  the  past.  We  were  hearing  many  reports,  as  the  Under 
Secretary  indicated,  of  small  firms  whose  lines  of  credit  were  cut 
off,  despite  unblemished  credit  histories — reports  which  were 
backed  up  by  aggregate  lending  data. 

Between  the  first  quarter  of  1990  and  the  first  quarter  of  1993, 
total  bank  loans  to  U.S.  commercial  and  industrial  borrowers  fell 
by  $81  billion,  or   15  percent.  This  decline  in  bank  lending  had 


many  causes.  One  was  weakness  in  the  overall  economy.  Another 
was  long-term  structural  change  in  the  financial  markets — change 
that  has  reduced  the  banking  industry's  role  as  a  provider  of  credit. 
A  third  cause  was  regulatory  practices  and  duplication  resulting  in 
part  ft-om  a  reaction  to  the  savings  and  loan  problems  of  the  late 
1980's. 

So  immediately  upon  taking  office,  the  President  recognized  the 
urgent  need  to  reform  regulatory  practices  that  discouraged  banks 
from  making  sound  loans.  On  March  10,  1993,  the  President  an- 
nounced a  program  of  11  specific  regulatory  and  administrative  pol- 
icy changes  directed  at  increasing  the  fiow  of  credit  to  sound  bor- 
rowers, especially  small-  and  medium-sized  businesses,  while  of 
course  maintaining  safety  and  soundness.  Those  changes  were  all 
undertaken  within  90  days  of  the  announcement  release. 

Now  I  will  summarize  the  changes.  My  written  statement  dis- 
cusses them  in  more  detail.  One,  removing  obstacles  to  banks  mak- 
ing character  loans  by  allowing  healthy  banks  to  set  aside  a  portion 
of  their  small-  and  medium-sized  business  loans  to  be  examined 
solely  on  the  basis  of  performance.  To  date,  this  so-called  "char- 
acter basket"  has  accounted  for  about  a  half  billion  dollars  in  loans. 

Second,  stopping  the  practice  of  applying  liquidation  values  in 
evaluating  real  estate. 

Third,  making  it  easier  for  banks  to  work  with  troubled  borrow- 
ers by  allowing  banks  to  carry  their  loans  on  the  bank's  balance 
sheet  at  values  that  refiect  the  actual  prospects  for  repayment. 

Fourth,  making  sure  that  examiners  would  not  criticize  small- 
and  medium-sized  business  loans  simply  on  the  basis  of  size. 

Fifth,  allowing  banks  to  take  credit  on  their  balance  sheets  for 
the  portion  of  a  delinquent  loan  that  the  bank  expects  the  customer 
to  pay. 

Sixth,  allowing  banks  to  finance  the  sale  of  real  estate  that  they 
own,  including  collateral  obtained  when  borrowers  default  on  their 
loans. 

Seventh,  creating  an  Office  of  the  Ombudsman  to  ensure  that 
banks  have  a  fair  and  impartial  avenue  for  review  of  examiner  de- 
cisions. 

Eighth,  strengthening  enforcement  of  fair  lending  laws  to  ensure 
that  access  to  credit  is  made  equally  available  to  all  potential  bor- 
rowers. I  want  to  emphasize  this  because  as  the  Under  Secretary 
said,  we  have  recently  come  out  with  a  policy  statement  in  this 
area.  We  are  working  with  other  agencies  on  a  continuing  basis  in 
this  area. 

Ninth,  establishing  a  new  consumer  complaint  program. 

Tenth,  coordinating  regulatory  examinations  among  the  banking 
agencies  to  avoid  duplication. 

Eleventh,  proposing  to  increase  the  threshold  for  required  Title 
XI  real  estate  appraisals  from  loans  of  $100,000  to  loans  of 
$250,000.  This  is  a  particularly  important  proposal  for  small  busi- 
nesses because  they  often  use  real  estate  as  collateral  for  loans.  A 
final  regulation  raising  the  threshold  will  be  issued  in  the  very 
near  future. 

As  you  can  see  from  Chart  A  on  my  left,  in  the  12  months  since 
the  program  was  announced,  a  resurgence  in  bank  lending  has 
begun.  From  the  first  quarter  of  1993  when  we  instituted  the  first 
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measures  of  the  credit  availability  program  to  the  end  of  the  year, 
total  loans  increased  by  nearly  $130  billion. 

Now  let  me  draw  your  attention  to  Chart  B.  As  Chart  B  shows, 
bank  lending  to  commercial  and  industrial  enterprises  has  not  re- 
covered as  quickly  as  other  forms  of  lending. 

Chairman  LaFalce.  What  was  that  previous  chart,  Mr.  Ludwig? 

Mr.  Ludwig.  That  was  all  loans.  This  is  specifically  commercial 
and  industrial  loans — C&I  loans.  But  here,  too,  there  are  signs  of 
a  resurgence.  Preliminary  data  show  a  significant  increase  in  the 
fourth  quarter  of  1993.  Total  bank  loans  to  U.S.  commercial  and  in- 
dustrial borrowers  increased  by  $9.2  billion,  or  2  percent,  from  the 
third  quarter  level.  This  increase  is  almost  as  great  as  the  largest 
quarterly  decline  during  the  height  of  the  credit  crunch.  It  is  a  very 
significant  increase. 

Chairman  LaFalce.  Did  you  say  2  percent? 

Mr.  Ludwig.  Two  percent  in  one  quarter,  in  one  quarter. 

Results  from  national  banks  in  particular  are  also  encouraging. 
As  Chart  C  shows,  national  bank  domestic  C&I  loans  rose  by  $4.5 
billion  in  the  fourth  quarter  of  1993. 

It  is  interesting  That  national  bank  lending  in  the  C&I  area  ac- 
tually recovered  a  bit  earlier  than  lending  by  all  banks  generally. 
The  increase  in  the  fourth  quarter  actually  led  the  rest  of  the  bank- 
ing sector  in  terms  of  C&I  loans. 

Let  me  emphasize  that  this  is  preliminary  data.  With  one  quar- 
ter's increase  in  C&I  loans,  it  is  hard  to  say  that  there  is  a  long- 
term  trend  here,  but  it  is  certainly  very  encouraging.  Our  credit 
availability  program  sends  a  strong  message  to  banks  that  they 
will  not  be  punished  for  making  loans.  We  will  continue  to  urge 
banks  to  make  sound  loans  to  qualified  borrowers. 

Mr.  Chairman,  I  cannot  demonstrate  a  direct  connection  between 
the  credit  availability  measures  taken  last  spring  and  the  promis- 
ing developments  in  bank  lending  since  then.  Obviously,  there  has 
been  improvement  in  the  general  economic  climate,  and  that  has 
surely  had  a  positive  impact  on  bank  lending. 

But  I  am  convinced  from  my  own  contacts  with  bankers  across 
the  country  that  the  industry  saw  in  our  specific  measures  a  strong 
and  clear  signal  that  the  Clinton  administration  wanted  and  ex- 
pected the  industry  to  play  a  significant  role  in  our  economic  recov- 
ery. The  trends  we  are  seeing  may  reflect  far  more  a  response  to 
that  signal  than  a  response  to  any  specific  aspect  of  the  President's 
initiative  although  the  individual  aspects  of  the  President's  initia- 
tive have  all  undoubtedly  helped  at  the  margin. 

Going  forward,  we  will  continue  to  work  hard  to  find  new  ways 
to  enhance  credit  availability,  especially  with  regard  to  small  busi- 
ness. Since  the  first  phase  of  the  credit  availability  program  was 
announced,  we  have  come  up  with  a  number  of  new  initiatives.  For 
example,  we  are  preparing  an  advisory  letter  to  all  national  banks 
that  will  provide  information  on  ways  of  meeting  the  credit  needs 
of  small  business  borrowers  more  economically  and  effectively.  The 
letter  will  also  solicit  suggestions  on  additional  steps  the  regulators 
can  take  to  eliminate  regulatory  impediments  to  the  flow  of  credit 
to  small  business  borrowers. 

Further,  we  are  reviewing  all  of  our  rules  and  regulations  to 
eliminate  those  that  are  not  needed  and  to  simplify  and  clarify 
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those  that  are.  Roughly  14  percent  of  bank  noninterest  expense — 
overhead,  if  you  will — comprises  costs  directly  associated  with  com- 
plying with  regulatory  requirements.  That  is  certainly  a  significant 

cost. 

The  first  change  arising  from  our  regulatory  review  process  has 
been  proposed — a  revision  to  our  regulations  governing  limits  on 
loans  to  one  borrower.  At  present,  the  limit  is  15  percent  of 
unimpaired  capital  and  surplus.  We  have  proposed  permitting  a 
national  bank  to  lend  an  additional  5  percent  to  complete  the  fi- 
nancing of  a  project  in  progress  on  which  it  has  made  a  prior  com- 
mitment. 

Under  our  program,  we  are  reviewing  our  regulations  on  invest- 
ment securities— credit  life  insurance,  corporate  activities,  fiduciary 
powers,  enforcement  rules,  interpretative  rulings,  management 
interlocks,  international  banking,  and  loans  to  bank  insiders. 

We  are  engaged  in  the  same  type  of  review  for  the  recordkeeping 
and  reporting  requirements  we  have  imposed  on  the  industry.  We 
have  formed  a  working  group  to  identify  changes  in  these  paper- 
work requirements  that  will  make  them  easier  to  apply  and  will  re- 
move unnecessary  impediments  to  the  fiow  of  credit.  My  written 
statement  discusses  other  new  initiatives. 

Mr.  Chairman,  the  Office  of  the  Comptroller  is  committed  to  ex- 
panding the  fiow  of  credit  to  small  business  and  other  borrowers, 
while  maintaining  a  safe  and  sound  banking  system.  To  that  end, 
we  have  worked  with  the  other  Federal  banking  regulators  to  im- 
plement the  President's  credit  availability  program.  I  believe  that 
program  has  improved  the  environment  in  which  banks  make  lend- 
ing decisions.  We  continue  to  explore  new  ways  to  enhance  credit 
availability. 

Recent  experience  underscores  the  close  relationship  between 
banking  and  small  business.  A  vital  and  growing  small  business 
sector  of  the  economy  rests  on  bank  financing,  just  as  the  future 
of  much  of  the  banking  industry  turns  on  meeting  the  needs  of  its 
small  business  customers.  The  country  needs  a  strong  and  vigorous 
banking  system,  not  to  benefit  bankers  and  their  shareholders,  but 
for  the  benefit  of  small  business  and  other  banking  customers. 

Thank  you,  Mr.  Chairman.  I  look  forward  to  answering  your 
questions. 

[Mr.  Ludwig's  statement  may  be  found  in  the  appendix.] 

Chairman  LaFalce.  Thank  you  very  much,  Mr.  Ludwig. 

Our  next  witness  will  be  Mr.  Jonathan  Fiechter,  the  Acting  Di- 
rector of  the  Office  of  Thrift  Supervision. 

Mr.  Fiechter. 

TESTIMONY  OF  JONATHAN  L.  FIECHTER,  ACTING  DIRECTOR, 
OFFICE  OF  THRIFT  SUPERVISION,  DEPARTMENT  OF  THE 
TREASURY 

Mr.  Fiechter.  Thank  you.  Good  morning,  Mr.  Chairman,  and 
members  of  the  committee. 

I  am  pleased  to  be  here  today  to  assess  the  role  of  thrift  institu- 
tions in  meeting  this  country's  credit  needs. 

Mr.  Chairman,  the  thrift  industry  has  recovered  from  the  finan- 
cial debacle  of  the  late  1980's.  It  is  smaller,  but  much  healthier. 
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Thrift  institutions  are  consumer-based  lending  institutions  with 
a  statutory  emphasis  on  housing  and  consumer  finance.  They  are 
fulfilHng  this  purpose.  Unhke  the  banking  industry,  the  thrift  bal- 
ance sheets  have  changed  very  little  over  the  last  5  years.  As  of  the 
end  of  1993,  thrifts  had  over  72  percent  of  their  assets  in  residen- 
tial, housing-related  finance  and  consumer  loans.  This  percentage 
has  been  remarkably  constant  over  the  years. 

Thrifts  also  maintain  a  high  loan-to-deposit  ratio.  In  fact,  it  is 
currently  over  81  percent. 

Thrift  institutions  are  not,  however,  active  business  lenders.  As 
you  know,  the  qualified  thrift  lender  test  requires  a  significant  per- 
centage of  thrifts'  portfolios  to  be  invested  in  residential  housing 
assets.  In  addition,  the  law  limits  the  amount  of  business  loans  a 
thrift  can  make  to  no  more  than  10  percent  of  assets. 

Thus,  thrift  institutions  wishing  to  become  more  active  business 
lenders  are  required  to  change  charters.  Over  the  last  5  years,  the 
thrift  industry  has  concentrated  its  lending  activities  primarily  in 
home  mortgage  and  consumer  finance  and  has  scaled  back  its  con- 
struction lending. 

Commercial  construction  loans  and  multifamily  housing  con- 
struction loans  have  decreased  from  over  $4  billion  in  1988  to  just 
$1.3  bilhon  in  December  of  1993. 

It  is  only  in  the  single  family  area  that  thrift  construction  lend- 
ing has  maintained  its  1988  level  of  around  $10  billion.  These  de- 
creases in  the  amount  of  nonresidential  or  multifamily  construction 
loans  were  the  result  of  two  factors. 

First,  industry  assets  have  declined  by  over  half  a  trillion  dollars 
since  1988.  Second,  the  surviving  thrift  institutions  maintain  a 
much  more  traditional  thrift  balance  sheet,  with  an  emphasis  on 
home  lending. 

Given  the  importance  to  our  economy  of  a  vibrant  housing  mar- 
ket, including  multifamily  housing  which  comprises  much  of  the 
Nation's  affordable  housing  stock,  the  OTS  has  sought  to  identify 
and  remove  impediments  to  credit  availability. 

We  support  the  Credit  Availability  Program  announced  last 
March.  Our  goal  was  to  encourage  lending,  particularly  to  smal-1 
and  medium-sized  businesses,  including  those  from  low  and  mod- 
erate income  areas.  Because  economic  growth,  particularly  job 
growth,  is  fueled  primarily  by  small-  and  medium-sized  businesses, 
credit  availability  to  these  borrowers  is  especially  important. 

Mr.  Chairman,  my  colleagues  have  described  the  components  of 
the  administration's  plan.  I  will,  therefore,  limit  my  remarks  on  the 
plan  to  our  Examination  Oversight  Program. 

One  of  the  major  focuses  of  the  Credit  Availability  Program  is  to 
ensure  that  bank  and  thrift  management  have  a  clear  understand- 
ing of  regulatory  policies  and  a  clear  avenue  of  appeal  if  they  be- 
lieve that  examiners  are  not  implementing  national  policy  appro- 
priately. 

The  objective  of  our  Examination  Oversight  Program  is  to  iden- 
tify examination  areas  that  can  be  improved  through  revisions  to 
our  policies  and  procedures.  We  seek  to  determine  if  the  policies  is- 
sued from  Washington  are  being  followed  in  the  field. 

Our  approach  is  to  be  proactive  in  order  to  remove  any  stigma 
associated  with  an  institution  coming  to  us  with  a  complaint.  In- 
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stead,  we  go  to  the  institution.  We  meet  with  institutions  that  have 
recently  been  examined  and  seek  their  feedback  on  any  problems 
they  might  have  encountered.  Thus  far,  the  program  has  been  well 
received. 

You  asked  in  your  letter  of  invitation  for  other  initiatives  that 
might  be  undertaken  to  expand  the  flow  of  credit.  I  would  like  to 
mention  three. 

A  refocusing  of  the  Community  Reinvestment  Act  regulations,  ex- 
pansion of  the  thrifts'  commercial  lending  authority,  an  expansion 
of  the  authority  of  thrift  holding  companies  to  make  capital  invest- 
ments in  undercapitalized  or  minority-owned  thrifts. 

First,  the  effort  to  refocus  the  CRA  regulations  holds  the  poten- 
tial to  increase  the  flow  of  credit  to  underserved  communities  at  lit- 
tle net  cost  to  the  system.  Institutions  need  to  understand  what  is 
expected  of  them  under  the  Community  Reinvestment  Act.  Our  ob- 
jective is  to  stimulate  the  availability  of  credit,  particularly  in  cred- 
it-needy areas. 

We  want  banks  and  thrifts  to  focus  their  attention  and  energy 
on  actually  making  loans  and  investments.  They  should  not  be  de- 
voting a  disproportionate  amount  of  their  resources  to  the  docu- 
mentation of  the  process  they  followed  to  comply  with  CRA. 

Second,  as  I  noted  earlier,  thrifts  are  not  significantly  involved 
in  commercial  activities.  While  there  are  a  number  of  reasons  for 
this,  including  their  traditional  role  as  residential  mortgage  lenders 
and  the  qualified  thrift  lender  test,  some  thrifts  have  indicated  that 
the  current  10  percent  of  asset?  limit  on  commercial  loans  acts  a 
disincentive  to  making  any  business  loans. 

From  their  perspective,  they  need  to  be  able  to  achieve  a  certain 
critical  mass  in  commercial  lending  to  make  it  economically  worth- 
while to  invest  in  the  staffing  and  other  resources  required  to  be 
a  successful  commercial  lender. 

It  may,  therefore,  be  useful  to  consider  increasing  the  commercial 
lending  authority  of  savings  associations,  particularly  for  small 
business  loans.  This  would  enable  savings  associations  to  make 
more  loans  to  small  and  medium  sized  businesses,  thereby  enhanc- 
ing their  role  as  community-based  lenders  and  furthering  the  goal 
of  the  Administration's  Credit  Availability  Program. 

A  third  area  for  consideration  is  an  expansion  of  the  authority 
of  well-capitalized  savings  and  loan  holding  companies  to  make 
noncontrolling  investments  in  thrifts  located  in  economically  dis- 
tressed areas.  The  objective  would  be  to  facilitate  industry  invest- 
ments in,  and  support  for,  these  thrifts,  which  in  many  cases  are 
well-positioned  in  their  communities  to  make  additional  loans. 

Improving  the  capitalization  of  these  thrifts  would  enable  them 
to  increase  their  lending  and  increase  the  much-needed  availability 
of  credit  in  these  areas. 

Mr.  Chairman,  that  concludes  my  remarks.  I'd  be  happy  to  an- 
swer any  questions  you  might  have. 

[Mr.  Fiechter's  statement  may  be  found  in  the  appendix. 1 

Chairman  LaFalce.  Thank  you  very  much,  Mr.  Fiechter. 

Let  me  ask  the  other  Members  of  the  committee  to  ask  their 
questions  first. 

Mrs.  Meyers. 

Mrs.  Meyers.  Thank  you. 
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I  will  try  to  be  quick  about  this  because  I  see  that  we  have  sev- 
eral Members  here. 

Mr.  Newman,  why  did  it  take  so  long  to  implement  the  change 
in  real  estate  appraisal  requirements? 

Mr.  Newman.  Well,  I  think  a  little  bit  of  it  was 

Chairman  LaFalce.  Mr.  Newman,  move  the  microphone  closer. 

Mr.  Newman.  I  think  my  colleagues  can  add  something  to  this. 
When  the  regulations  were  put  out  for  comment,  there  was  a  large 
number  of  comments  from  people  who  had  different  views,  and  the 
regulatory  authorities  wanted  to  consider  all  those  views  carefully 
before  proceeding. 

I  think  you  may  have  something  to  add. 

Mr.  LUDWIG.  Yes;  Congresswoman  Meyers,  I  would  add  that 
there  was  not  a  difference  of  opinion  among  the  regulators.  The 
rule  was  controversial,  and  it  gave  rise  to  over  5,000  comments.  We 
studied  those  comments  carefully  and  felt  it  wise  to  ask  for  com- 
ments a  second  time  with  some  changes.  We  have  reached  a  conclu- 
sion on  this  rule.  The  Federal  Reserve  Board  has  already  approved 
the  rule  for  publication,  and  the  OCC  is  on  the  verge  of  doing  the 
same  thing. 

Mrs.  Meyers.  Why  was  that  such  a  controversial  issue? 

Mr.  LuDWiG.  Um,  the — I — we 

Chairman  LaFalce.  We  don't  need  to  discuss  the  pros  and  the 
cons  of  it. 

Mr.  LUDWiG.  The  rule,  from  a  business  perspective,  is  really  very 
significant  because  small  business  borrowers  rely  heavily  on  their 
homes  and  other  real  estate  as  collateral  when  they  borrow.  They 
do  this  in  a  variety  of  ways.  They  add  the  real  estate  collateral 
sometimes  as  an  extra  or  it  can  be  the  fundamental  collateral  for 
the  loan. 

The  current  real  estate  appraisal  rules  require  a  certified  ap- 
praisal on  loans  above  $100,000.  One,  certified  appraisals  are  cost- 
ly. Two,  they  are  time  consuming.  This  is  particularly  a  problem 
in  certain  parts  of  the  country  where  getting  a  certified  appraiser 
to  come  across  the  State  can  take  weeks.  The  regulatory  agencies 
felt  that  on  loans  below  $250,000  a  certified  appraisal  was  an  im- 
pediment, a  burden  that  could  be  eliminated  without  affecting  safe- 
ty and  soundness.  It  also  will  encourage  borrowing. 

We  certainly  heard  requests  from  the  banks  and  from  a  number 
of  small  businesses  about  eliminating  this  rule.  On  the  other  hand, 
the  Appraisal  of  Institute  and  the  appraisers  felt  very  strongly  that 
certified  appraisals  add  value.  We  believe  in  this  area,  particularly 
regarding  small  business  loans  that  a  certified  appraisal  is  not  nec- 
essary on  loans  below  $250,000. 

Mrs.  Meyers.  So,  it  was  really  a  controversy  because  of  dif- 
ference of  opinion  between  appraisers  and  businesses  and  banks 
and  getting  this  adjusted  so  that  it  would  work  to  the  benefit  of 
the  borrower  without  hurting  the  safety  and  soundness  of  the 
banks. 

Mr.  LuDWiG.  Yes. 

Mrs.  MeyI':rs.  Thank  you. 

Mr.  LaWare,  your  survey  was  designed  to  gain  a  more  accurate 
picture  of  small  business  lending.  Do  you  believe  the  increased  re- 
porting requirements  in  the  CRA  reform  will  help  you  get  a  better 
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long-term  view  of  small  business  lending  or  is  it  just  going  to  bur- 
den the  financial  community? 

Mr.  La  Ware.  In  my  opinion,  the  burden  far  exceeds  the  value 
that  would  be  obtained  from  that  kind  of  reporting.  I  think  that  we 
feel  that  the  loan  size  is  a  reasonable  proxy  for  the  flow  of  funds 
by  business  size,  and  that  to  ask  the  banking  industry  to  go  back, 
loan  file  by  loan  file,  and  recode  all  of  their  loan  information  in 
order  to  generate  the  kind  of  reports  that  are  required  by  that  pro- 
vision of  the  CRA  proposal,  would  not  be — well,  would  be  counter- 
productive. 

There's  no  cost-effectiveness  to  it,  the  information  that  would  be 
gained  there  would  not  be  very  enlightening,  above  and  beyond 
what's  available  to  us  at  the  present  time. 

Mrs.  Meyers  CRA  because  that's  what  I  hear  the  least  about 
from  my  bankers.  They're  the  least  concerned  about  that,  from  my 
bankers. 

Mr.  Newman.  First,  if  I  could  just  add  a  little  bit  of  something 
to  this.  Every  time  we  go  into  things  like  the  call  reports,  these 
quarterly  reports  that  banks  have  to  provide,  and  ask  for  some- 
thing new,  we  burden  institutions. 

One  of  the  things  we're  going  to  be  trying  to  do,  and  we're  cer- 
tainly after  the  regulatory  agencies,  is  to  look  and  see  whether 
there's  something  we  can  eliminate  at  the  same  time. 

Because  we're  now  up  to  hundreds  and  hundreds  of  items,  even 
for  relatively  small  things.  It's  just  hard  to  believe  that  all  of  them 
are  so  necessary. 

So  we're  going  to  try  to  take  more  of  a  zero-based  budgeting  ap- 
proach, if  you  will.  Maybe  even  do  better  than  that. 

It  may  be  that  if  we  add  three  items  to  the  call  report,  we  can 
get  rid  of  20  others  that  are  no  longer  necessary. 

Mrs.  Meyers.  Thank  you,  Mr.  Chairman.  I  have  other  questions, 
but  maybe  I  can  submit  them  in  writing  because  we  have  several 
questions. 

Chairman  LaFalce.  Thank  you. 

Mr.  Baker. 

Mr.  Baker.  Thank  you,  Mr.  Chairman.  Just  let  me  express  my 
appreciation  to  you  for  conducting  these  hearings  on  this  very  im- 
portant subject. 

I've  got  several  questions  and  I  would  just  like  to  propose  to 
three  of  the  gentlemen  for  a  response  at  a  later  time. 

I  was  going  to  ask  Secretary  Newman  to  talk  about  a  legislative 
matters  relating  to  credit  availability. 

Mr.  Fiechter,  you  mentioned  the  necessary  and  advisable  revi- 
sions to  the  qualified  thrift  lender  test  recently  expanded  consumer 
activities  were  authorized,  but  apparently  not  sufficiently  large  in 
scope  to  warrant  significant  consumer  lending  activities. 

But  it  would  appear  in  lieu  of  the  Federal  Home  Loan  Bank  sys- 
tem, with  more  small  banks  and  more  small  thrifts  making  up  the 
composition  of  that  market,  that  removal  of  artificial  barriers  to 
membership,  the  differential  costs  to  borrow  money  from  the  sys- 
tem, between  the  bank  and  savings  and  loan,  might  in  fact, 
strengthen  the  thrifts'  opportunity  for  survivability  by  strengthen- 
ing the  Federal  Home  Loan  Bank  profit. 
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At  a  later  point,  I'd  just  like  to  have  your  comments  as  to  the 
advisability  of  continuing  the  qualified  thrift  lender  examination 
for  thrifts  and  the  advisability  of  modernizing  the  system  to  allow 
equal  membership  participation  as  between  banks  and  thrifts. 

[See  appendix  for  supplemental  material  subsequently  received 
from  Mr.  Fiechter  in  response  to  Mr.  Baker's  request.] 

Mr.  Baker.  Mr.  Comptroller,  in  your  comments  you  mentioned 
that  14  percent  of  noninterest  expense  is  directly  related  to  regu- 
latory compliance,  which  I  found  interesting  as  well  as  trouble- 
some. But  I  wasn't  sure  as  to  whether  or  not  that  figure  really  re- 
lated to  after — to  net  profit  or  was  that  just  a  cost  element  in  the 
overall  mix  of  costs  to  business? 

If  it's  not  an  after — if  it's  not  a  net  profit  assessment,  I'd  like  to 
request  your  view  of  costs  of  compliance  for  institution  as  a  net 
profit  percentage. 

[The  following  information  was  subsequently  received  from 
Comptroller  Ludwig.] 

In  its  Study  of  Regulatory  Burden  released  in  December,  1992,  the  FFIEC  re- 
ported that  "[djespite  differences  in  methodology  and  coverage  [researchers']  find- 
ings [of  regulatory  burden]  are  reasonably  consistent:  regulatory  costs  may  be  6—14 
percent  of  noninterest  expenses,  not  including  any  measurement  of  the  opportunity 
cost  of  reserve  requirements." 

In  1993,  the  noninterest  expenses  of  commercial  banks  totaled  $139.7  billion.  Ap- 
plying the  cost  findings  cited  in  the  FFIEC  study  to  that  figure  yields  an  estimate 
of  regulatory  cost  that  ranges  from  $8.4  to  $19.6  billion. 

Net  profits  of  commercial  banks  in  1993  totaled  $43.4  billion. 

Mr.  Baker.  Mr.  LaWare,  you  touched  briefly  just  on  CRA  revi- 
sions and  the  need  or  advisability  of  certain  additional  information. 
I  would  very  much  like  to  hear  your  views  as  governor.  I  don't 
know  if  the  Fed  has  taken  a  position  on  handling  CRA  enhance- 
ments, but  would  like  very  much  your  insight  into  what  the  new 
requirements  may  do  in  order  for  an  institution  to  enhance  credit 
versus  pay  additional  costs  for,  for  instance,  what  may  be  a  ques- 
tionable purpose. 

Mr.  Newman — Secretary  Newman,  I  really  wanted  to — I  didn't 
intend  to  get  on  all  that  other  stuff,  but  I  couldn't  help  myself 

With  regard  to  pending  legislation  and  credit  availability,  it 
seems  to  me  that  portfolio  lenders  generally  tend  to  shy  away  from 
extension  of  credit  to  small  business  because  of  the  risk  associated 
with  holding  that  credit — not  only  interest  rate  risk,  but  credit 
risk — so  that  by  creating  a  secondary  market  for  the  bundling  of 
small  business  loans  would  enable  an  institution  to  issue  the  credit 
and  then  sell  it  off  to  someone  else  who  basically  manages  and 
holds  that  note. 

The  concern  banks  I  understand  expressed  early  by  Treasury 
with  regard  to  Senate  384  and  my  house  bill — I  don't  remember 
what  number  it  is — 1086. 

Was  that  recourse  provisions  were  not  secure — significantly  cap- 
italized against  and  that  that  issue  may  have  been  resolved  with 
Mr.  D'Amato's  bill  and  certainly  we'll  agree  to  any  necessary 
changes  with  regard — to  enhance  capital  standards  for  those  re- 
course loans. 

My  question  goes  to  actions  of  the  House  Banking  Committee  re- 
cently reporting  out   a  measure   which   would  in  fact,   require   a 
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securitization  process  by  Treasury  prior  to  a  party's  ability  to  en- 
gage in  acquisition  for  secondary  market  purposes. 

It  is  my  view  that,  given  the  current  hquidity  of  banks  and  the 
fact  that  they  need  good  loans,  that  securitization,  if  indeed  it 
should  be  pursued,  should  be  on  the  least  cost,  less  regulated  basis 
possible,  if  it's  to  have  any  effect.  Otherwise,  if  regulatory  inhibi- 
tions are  significant  at  all,  banks  are  just  not  going  to  fool  with  it. 

I  would  like  to  have  your  view  as  to  the  necessity  of  a  new 
securitization  process  in  addition  to  the  SEC  regulatory  require- 
ments to  engage  in  secondary  market  securitization  of  small  busi- 
ness lending. 

In  my  view,  it  would  be  a  very  important  and  significant  step  to- 
ward opening  up  access  to  credit  for  small  business  loans.  Based 
on  the  Comptroller's  data,  it  seems  as  though  C&I  loans  are  con- 
tinuing to  progress  at  a  accelerated  rate,  but  that  smaller  business 
entity  in  today's  market  may  in  fact,  be  suffering  from  regulatory 
constraints  and  market  constraints. 

What  do  you  view  as  the  advisable  course  with  regard  to 
securitization? 

Mr.  Newman.  OK 

Mr.  Baker.  You  know  where  to  start  with  that,  is  that  right? 

Mr.  Newman.  Let  me  try  to  address  a  few  of  the  issues  that  you 
raised. 

First,  in  terms  of  the  general  view  that  providing  more  opportu- 
nities for  securitization  would  be  a  healthy  thing  to  do,  we  share 
that  view.  It's  unknown  how  much  it  may  help  these  particular 
markets,  because  there's  still  a  legitimate  substantive  debate  about 
how  many  of  these  loans  are  so  specialized  in  their  nature  and  in- 
volve so  much  local  knowledge  of  the  borrower  that  it  would  be 
very  difficult  to  put  them  into  a  package. 

But  we  ought  to  take  steps  to  at  least  enable  the  market  to  uti- 
lize this  tool.  If  it's  utilized  to  a  very  great  degree,  wonderful.  If 
it's  utilized  only  a  small  degree,  at  least  it's  adding  something  to 
the  system. 

At  the  same  time,  we  think  it's  very  important  not  to  forget  that 
the  banking  system  is  most  likely  going  to  continue  to  be  the  prin- 
cipal source  for  lending  to  small  businesses  because  of  the  nature 
of  the  local  contact  between  the  banker  and  the  business. 

The  very  nature  of  small  business  lending  very  often  involves 
specialized  borrowing  arrangements,  as  Comptroller  Ludwig  men- 
tioned, that  sometimes  involved  taking  back  pieces  of  property  that 
may  be  personal  property. 

The  personal  finances  of  the  owner  of  the  business  may  be  very 
much  intermingled.  From  a  credit  perspective,  he  has  a  personal 
guarantee,  for  example,  on  the  business  loan. 

The  banking  system's  role  as  a  maker  of  loans  that  are  not  liquid 
necessarily,  not  well  suited  for  collateralization,  is  an  ongoing,  im- 
portant role  that  even  as  we  facilitate  securitization,  we  should  not 
forget  that  we  need  to  make  sure  that  the  banking  system  can  still 
fulfill  its  role. 

That's  a  lot  of  what  we  talked  about  earlier. 

Chairman  LaFalce.  We  have  to  be  careful  that,  in  bringing 
about  conformity,  we  do  not  detract  from  our  desire  to  increase  the 
number  of  character  loans,  too. 
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Mr.  Newman.  Exactly. 

Chairman  LaFalce.  To  the  extent  that  we  use  that  terminology. 

Mr.  Newman.  To  the  extent  that  we  use  that  terminology,  I 
agree. 

Chairman  LaFalce.  It's  a  benefit,  normally. 

Mr.  Newman.  Exactly.  Because  there  will  be  a  lot  of  specialized 
loans  that  ought  to  be  made.  If  we  move  too  far  in  the  direction 
of  standardization,  we  will  actually  harm  things,  so  it's  a  very  deli- 
cate balance. 

Nonetheless,  we  very  much  agree  that  facilitating  securitization, 
eliminating  needless  barriers  to  securitization,  allowing  the  market 
to  do  its  thing,  is 

Mr.  Baker.  I  guess  my  real  question  is,  is  securitization  a  need- 
less barrier? 

Mr.  Newman.  I'm  familiar  with  the  issue  you're  talking  about. 
We've  been  working  with  Mr.  KanjorskI  over  this  period  of  time  to 
try  to  get  beyond  what  in  fact,  is  necessary  and  what  isn't. 

I  think  at  this  point  in  time  we  have  not  reached  a  conclusion 
on  that  matter.  Our  general  view  is  similar  to  the  point  that  you 
just  made.  There's  no  point  in  doing  it  unless  there's  a  benefit  to 
be  had.  Here  we  are,  trying  to  reduce  the  regulatory  burden  on  the 
system.  There's  no  point  in  adding  any  form  of  regulation  unless 
there's  a  very  tangible  benefit  from  it.  Even  then,  it  ought  to  be 
done  in  a  way  that  fulfills  verv  specific  needs,  rather  than  being 
done  in  a  way  that  is  so  broad  that  it  not  only  covers  the  needs, 
but  just  adds  burdens  needlessly. 

We  don't  have  a  clear  resolution  on  that  yet.  We're  looking  for- 
ward to  working  with  Mr.  Kanjorski  and  others  who  have  been  in- 
volved in  this,  as  well  as  with  the  SEC. 

There's  also  a  tradeoff  here.  To  the  extent  that  certain  exceptions 
are  made  to  securities  law  in  order  to  facilitate  the  securitization, 
it  may  mean  that  the  security  law  protections  are  less  applicable 
than  they  would  have  been  otherwise. 

We  think  we  need  an  interactive  process  with  the  SEC  to  deter- 
mine where  the  protections  are  still  going  to  be  valid  and  where 
some  other  form  of  protection  might  be  called  for. 

But  that  might  be  done  through  securities  law,  too,  rather  than 
through  a  separate  process.  But  we  just  need  to  look  at  that. 

The  general  idea  of  extending  securitization  facilitation,  getting 
rid  of  the  impediments,  beyond  small  business,  is  also  something 
we  support.  We  think  we  need  to  be  very  careful  there  about  the 
capital  rules  that  you  mentioned,  however. 

When  you  get  to  loans  where  the  individual  loan's  going  to  be 
much  bigger  than  small  business  loans — in  a  pool,  there  are  a  rel- 
atively small  number  of  loans — the  risks  are  greater. 

If  the  proposal  for  small  business  loans  were  applied  to,  for  ex- 
ample, commercial  real  estate,  we  think  that  would  be  overdoing 
it  and  introducing  risk  in  the  banking  system  that's  improper. 
There  is  a  middle  ground  that  can  be  found  and  should  be  found. 

Chairman  LaFalce.  Thank  you.  This  is  a  subject  of  which  I'm 
very,  very  aware  and  interested  in.  Ten  years  ago  I  proposed  the 
development  of  a  secondary  market  for  commercial  and  industrial 
loans.  It's  taken  a  long  time  to  advance  the  debate  to  the  point 
where  it  is. 
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I  am  appreciative  of  the  perspective  of  Mr.  Baker,  which  I  share 
fully,  in  wanting  to  minimize  the  regulatory  burden  and  not  create 
new  impediments. 

By  the  same  token,  too,  I'm  cognizant  that  one  of  the  difficulties 
is  to  make  sure  that  we're  productive  rather  than  counter- 
productive in  our  efforts,  in  that  we  don't  create  such  a  straitjacket 
that  if  the  bankers  will — would  have  to  achieve  even  greater  liq- 
uidation, trying  to  make  all  their  potential  borrowers  fall  into  this 
Procrustean  bed  so  that  they  can  securitize  their  loans. 

That  requires  a  balancing  act.  I'm  not  sure  that  we  have  yet 
achieved  it.  Even  in  the  Kanjorsky  or  the  D'Amato  bill,  I  think  it 
would  probably  be  better  if  we  had  a  GSE.  But  I  don't  think  that 
I'm  going  to  push  that  too  aggressively  until  such  time  as  the  ad- 
ministration decides  that  they  want  to  go  ahead.  They're  not  ready 
yet. 

Ms.  Margolies-Mezvinsky. 

Mr.  Margolies-Mezvinsky.  Thank  you,  Mr.  Chairman.  I  ask 
that  my  statement  be  entered  into  the  record. 

Chairman  LaFalce.  It  is  inserted. 

Mr.  Margolies-Mezvinsky.  I  have  a  couple  of  questions  I  hope 
I  can  get  answers  to. 

I  noticed  that,  Mr.  Newman,  in  your  presentation,  under  the 
President's  Credit  Availability  Program,  you  talk  about  loans  being 
made  to  minority  borrowers  in  the  community. 

Could  you  review  your  initiatives?  Or  maybe  if  you  could  help  me 
out,  there  may  be  available  credit  to  women  that  own  small  busi- 
nesses. 

Mr.  Newman.  Do  you  want  me  to  put  it  in  a  CRA  context? 

Mr.  LuDWiG.  There  are  a  couple  aspects  of  the  President's  pro- 
gram that  relate  to  that  issue.  One  is  the 

Chairman  LaFalce.  When  you  answer  that  question,  too,  I  wish 
you  would  go  into  my  legislation  that  was  enacted  in  1988  which 
brings  the  provision  of  small  loans  within  the  embrace  of  the  Equal 
Employment  Opportunity  Act. 

Previously,  only  the  court  went  over  to  similar  laws  and  I  have 
a  friend  that  has  done  a  lot  of  work  on  the  implementation  of  that 
law. 

Mr.  LuDWiG.  Thank  you,  Mr.  Chairman.  That  is  very  significant 
because  1  of  the  11  items  in  the  President's  program  is  fair  lend- 
ing. 

The  fair  lending  initiatives  which  all  the  regulatory  agencies 
have  been  involved  in  culminated  recently  in  an  interagency  policy 
statement.  It  addressed  commercial  as  well  as  home  lending  under 
ECOA  and  under  the  Fair  Housing  Act. 

At  the  OCC,  we  made  a  very  significant  commitment  to  this 
area.  For  example,  in  the  whole  history  of  the  Office  of  the  Comp- 
troller, we  had  made  only  one  referral  to  the  Justice  Department. 
That  particular  referral  arose  out  of  a  newspaper  story  and  it  was 
not  as  a  result  of  an  examination.  We  have  made  very  significant 
changes  in  our  examination  procedures  and  have  dedicated  person- 
nel to  this  area.  We  have  referred  four  cases  to  the  Department  of 
Justice  since  July. 

Now,  we  are  happy  to  say  that  most  bankers  do  not  discriminate 
against  African-Americans,  women,  Hispanics  and  other  minorities. 
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On  the  other  hand,  there  is  clearly  some  discrimination  that  is  sig- 
nificant occurring.  I  committed  from  the  day  of  my  confirmation 
hearing,  that  this  would  be  a  top  priority  for  me,  and  it  has  been. 
It  is  a  top  priority  for  the  administration  as  well. 

Another  area  of  considerable  significance  is  the  CRA.  I  think  it 
will  be  helpful  to  focus  on  what  is  actually  happening,  that  is  what 
banks  are  actually  doing  in  terms  of  loans,  in  terms  of  services,  and 
in  terms  of  investment,  as  opposed  to  focusing  on  the  current  12 
assessment  factors  that  are  very  subjective. 

I  might  also  mention  that  as  part  of  the  CRA  reform,  we  make 
it  clear  that  where  there  is  a  violation  of  the  fair  lending  statutes, 
we  will  not  give  a  CRA  rating  that  is  positive  unless  that  violation 
has  been  completely  eliminated  in  the  case  of  a  pattern  or  practice 
of  discrimination  or  is  in  the  process  of  being  eliminated  where 
there  is  one  isolated  instance. 

Ms.  Margolies-Mp:zvinsky.  One  of  the  things  which  I  hear  all 
the  time  from  small  businessmen — Mr.  Newman,  when  you  say 
that  all  vou  are  doing  is  adding  to  their  burdens  with  regard  to  fill- 
ing out  loans  and  papers  and  credit  data  and  the  questions  are,  is 
there  more  work  to  the  point,  is  there  any  way  of  that  regula- 
tions— just  think,  if  we  keep  on  adding  to  the  burden  instead  of 
taking  away  and,  you  started  to  answer  that  question  and  I'd  love 
to  bring  something  back  to  them  that  would  be  more  substantive. 

Mr.  Newman.  OK  But  it's  not  that  I've  answered  it  before. 
Maybe  I'll  get  it  right  on  the  second  try.  Actually,  I  did  only  touch 
on  it,  and,  again,  maybe  my  colleagues  can  add  something  to  this, 
but  I  think  it  affects  the  bankers  themselves  and  it  affects  business 
borrowers  of  the  bankers. 

With  respect  to  the  bankers  themselves,  the  regulatory  authori- 
ties have  added  to  this  call  report  that  I  referred  to  before.  Just 
hundreds  and  hundreds  of  items  over  the  years  without,  we  be- 
lieve, sufficient  cause  to  step  back  and  say,  hey,  where  can  we  cut 
out  some  out  of  the  things  and,  are  they  all  still  necessary.  More 
attention  is  going  to  be  given  issues  like  that. 

Mr.  Ludwig  mentioned  that  he  is  going  to,  literally,  every  regula- 
tion that  they  have,  and  reviewing  it.  With  respect  to  loans  to 
small  businesses,  there  is  this 

Ms.  Margolies-Mezvinsky.  When  will ? 

Mr.  Ludwig.  We  have  our  first  item  out  right  now  for  comment. 
We  will  be  going  through  every  rule  we  have.  The  others  are  under 
study  now,  in  various  stages  of  review. 

Ms.  Margolies-Mezvinsky.  Is  there  a  point  that  we  can  say,  do 
we  or  don't  we  see  a  reduction  in  our 

Mr.  Ludwig.  A  good  example  is  the  CRA  reform.  Under  the  CRA 
proposal,  small  banks,  that  is,  85  percent  of  banks  in  this  country, 
which  are  under  $250  million,  will  not  have  to  produce  piles  of  pa- 
perwork. 

Ms.  Margolies-Mezvinsky.  All  right. 

Mr.  Ludwig.  The  paperwork  requirements  will  be  permanently 
eliminated.  Small  banks  will  simply  have  to  go  through  a  tiered  in- 
quiry. Are  they  making  loans?  Are  they  making  loans  in  their  com- 
munity? Are  they  redlining?  This  approach  has  a  lot  of  support  in 
the  banking  community.  The  regulators  would  be  taking  on  the  re- 
sponsibility for  determining  if  there  is  redlining  or  not.  This  elimi- 
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nates  a  huge  paperwork  requirement  for  banks.  It  is  a  very  signifi- 
cant reduction  that  is  widely  supported  in  the  industry. 

Ms.  Margolies-Mezvinsky.  Thank  you  very  much. 

Chairman  LaFalce.  I'm  not  sure  what's  going  on  with  the  bells. 
We  are  attempting  to  find  out,  though.  But  I  am  sure  we  have  at 
least  5  minutes,  whatever  is  going  on;  8V2  minutes  left,  I  am  told, 
until  a  quorum  call. 

Chairman  LaFalce.  Mr.  Johnson? 

Mr.  Johnson.  I  think  something  needs  to  be  done  to  reduce  the 
burden  of  Congressmen. 

Chairman  LaFalce.  You're  absolutely  right. 

Mr.  Johnson.  Mr.  Fiechter,  I  would  like  to  ask  if  you  identified 
four  or  five  unnecessary  regulations  in  the  industry  that  you  that 
you  feel  might  be  gotten  rid  of? 

Mr.  Fiechter.  Actually,  Congressman,  we  went  through  an  effort 
a  couple  of  years  ago  and  did  manage  to  eliminate  some  that  we 
thought  were  obsolete. 

In  my  conversations  there  has  been  a  little  reluctance  to  do  a 
major  overhaul  of  all  of  our  rules.  There  are  times  when  with  the 
best  of  intentions,  we  will  take  a  rule  and  try  to  simplify  it  or  make 
it  better.  The  disadvantage  to  the  industry  is  that  at  least  the  rule 
is  something  that,  as  we  revise  and  change  rules,  issue  new  poli- 
cies, at  times  that  is  more  costly  than  sticking  with  what  we  had. 

Our  major  thrust  has  been  the  last  couple  of  years,  I  think  it's 
fair  to  say,  that  we  have  issued  virtually  none — no  new  regulations, 
other  than  those  required  by  the  Congress.  Our  main  thrust  has 
been  to  stop  issuing  new  ones,  as  opposed  to  dealing  with  major 
overhauls  of  what  we  had.  But,  we  have  an  ongoing  effort  to  try 
to — again,  I'd  be  happy  to  submit  for  the  record,  the  rules  that  we 
have  changed.  We  issued  a  massive — here  are  all  the  things  that 
we  are  changing — I  guess  about  a  year  ago  or  so,  and  I  could  sub- 
mit that  to  you  or  for  the  record,  if  you  would  like. 

[Mr.  Fiechter's  supplemental  material  may  be  found  in  the  ap- 
pendix.] 

Mr.  Johnson.  I'd  appreciate  it.  I  hope  you  haven't  stopped  look- 
ing at  that? 

Mr.  Fiechter.  No,  sir. 

Mr.  Johnson.  Do  you  have  any  problem  with  being  Acting  Direc- 
tor, have  you  got  full  rein,  over  there? 

Mr.  Fiechter.  Yes,  sir. 

Mr.  Johnson.  Well,  I  wonder  when  you  are  going  to  stop 
stonewalling  and  provide  us  with  all  the  OTS  documents  on  Madi- 
son Savings  &  Loan? 

Mr.  Fiechter.  The 

Chairman  LaFalce.  Just  a  minute.  This  is  beyond  the  scope  of 
this  hearing  and  I  will  not  permit  further  pursuits  of  this  line  of 
inquiry,  as  it  is  irrelevant  to  the  hearing.  But,  I  will  permit  you 
to  answer  this  question. 

Mr.  Fiechter.  Thank  you,  Mr.  Chairman.  The  policy  of  OTS, 
which  I  believe  is  followed  by  all  the  regulatory  agencies,  is  to  treat 
examination  reports  and  exam  related  material  as  confidential. 
There  is  actually  a  statutory  prohibition  against  making  those  re- 
ports public  without  a  decision  by  the  Director.  There  are  various 
bodies  that  have  full  access  to  those  reports. 
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It  has  been  our  policy  to  provide  them  to  committees  upon  a  sub- 
poena that  protects  the  confidentiahty  of  the  reports.  You  may  re- 
call, that  the  issues  of  whether  or  not  the  exam  reports  of  failed 
institutions  should  be  made  public,  was  debated  by  the  Congress 
a  couple  of  years  ago.  As  I  understand  it,  it  did  not  pass  the  Con- 
gress. 

Mr.  Johnson.  I  appreciate  that,  Mr.  Chairman.  I  think  you  agree 
with  an  open,  democratic  process  and  I  thank  you  for  that. 

Chairman  LaFalce.  We  have  a  time  constraint.  We  have  about 
5  minutes  to  vote,  but  we  also  have  Mr.  Poshard  and  myself  who 
are  desirous  of  asking  questions  of  this  panel.  It  is  my  suggestion, 
Mr.  Poshard,  that  you  and  I  agree  to  ask  this  panel  questions  in 
writing  or  by  phone  and  that  we  be  able  then  to  go  on  to  other  mat- 
ters. 

Mr.  Poshard.  Thank  you,  Mr.  Chairman. 

Chairman  LaFalce.  The  panel  will  reconvene  in  about  15  min- 
utes with  panel  number  two.  Thank  you. 

[Whereupon,  at  11:24  a.m.,  the  committee  recessed,  to  reconvene 
at  11:40  a.m.  the  same  day.] 

Afternoon  Session 

Chairman  LaFalce.  The  committee  will  reconvene.  We  have  our 
second  panel  of  witnesses.  Mr.  Alan  Gayle,  vice  chairman.  Eco- 
nomic Advisory  Committee,  American  Bankers  Association,  and 
senior  vice  president  of  Crestar  Bank;  Mr.  John  Shivers,  president 
of  the  Independent  Bankers  Association  of  America,  and  chairman 
and  CEO  of  Southwest  Bank  in  Fort  Worth,  Texas;  Mr.  William 
McKenzie,  president  and  CEO  of  Elmira  Savings  &  Loan  in  Elmira, 
New  York,  testifying  on  behalf  of  the  Savings  &  Community  Bank- 
ers of  America;  and  Mr.  Richard  Kelley,  president  of  RKS  Contrac- 
tors, Inc.,  of  South  Windsor,  Connecticut,  testifying  on  behalf  of  the 
National  Association  of  Home  Builders. 

Mr.  Kelley.  I  thought  you  had  a  different  scrutiny. 

Chairman  LaFalce.  Both.  We  will  start  out  with  Mr.  Gayle. 

STATEMEP^  OF  ALAN  M.  GAYLE,  VICE  CHAIRMAN,  AMERICAN 
BANKERS  ASSOCIATION'S  ECONOMIC  ADVISORY  COMMIT- 
TEE, AND  SENIOR  VICE  PRESIDENT  FOR  INVESTMENTS, 
CRESTAR  BANK,  RICHMOND,  VIRGINIA 

Mr.  Gayle.  Thank  vou,  Mr.  Chairman. 

Mr.  Chairman  ana  members  of  the  committee,  I  am  Alan  M. 
Gayle,  senior  vice  president  for  Investments  at  Crestar  Bank  in 
Richmond,  Virginia,  and  vice  chairman  of  the  American  Bankers 
Association's  Economic  Advisory  Committee. 

I  understand  and  appreciate  the  need  for  brevity.  It  has  been  my 
experience  that  the  longer  you  give  an  economist  to  speak,  the  less 
he  is  likely  to  say.  So,  I  will  probably  move  ahead  at  a  fairly  rea- 
sonable clip. 

I  am  pleased  to  be  here  today  to  discuss  trends  and  initiatives 
and  credit  availability  for  small  businesses.  Mr.  Chairman,  I  espe- 
cially would  like  to  thank  you  for  your  leadership  in  addressing  the 
problems  of  environmental  liability  for  lenders  and  trustees.  Reso- 
lution of  this  issue  will  go  a  long  way  toward  improving  the  avail- 
ability of  credit  to  many  small  business  borrowers. 
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Mr.  Chairman,  there  are  four  points  I  would  Hke  to  focus  on 
today. 

First,  Small  business  borrowers  have  been  hurt  by  the  negative 
lending  environment  created  by  excessive  Government  regulation. 

Second,  the  President's  initiatives  are  beginning  to  improve  the 
lending  environment,  but  it  will  take  time  to  restore  the  regulatory 
balance. 

Third,  adding  a  new  reporting  burden  to  small  business  lendings 
will  increase  the  cost  and  decrease  the  availability  of  credit. 

Fourth,  clarifying  environmental  liability,  reforming  the  bank- 
ruptcy laws  and  continuing  efforts  to  cut  regulatory  red  tape  are 
needed  to  improve  credit  availability  for  small  businesses. 

Mr.  Chairman,  of  all  the  lessons  we  learned  during  the  past  5 
years,  one  stands  out.  Excessive  Government  regulation  and  micro- 
management  of  private  lending  decisions  have  severe  consequences 
for  the  availability  of  credit. 

The  contraction  of  bank  creditors  in  the  early  1990's  was  much 
more  severe  than  it  would  have  been  expected  based  on  the  experi- 
ences of  past  business  cycles.  The  difference  in  this  recession  was 
the  regulatory  environment  in  which  lending  decisions  were  made. 
A  crisis  atmosphere  was  created  by  the  massive  failures  of  savings 
and  loans  association  and  by  a  concern  over  the  viability  of  the  de- 
posit insurance  funds.  The  regulatory  focused  turned  toward  driv- 
ing out  virtually  all  risk  from  bank  and  thrift  portfolios. 

Now,  on  the  surface,  this  may  seem  like  a  reasonable  policy.  But, 
Mr.  Chairman,  just  as  too  much  risk  is  undesirable,  so  is  what  I 
would  call  zero  risk  banking.  Wringing  the  last  bit  of  risk  out  of 
bank  portfolio  means  that  only  the  very  best  credits  are  funded.  All 
others,  including  small  businesses,  face  higher  prices  and  reduce 
credit  availability.  The  end  result  is  slower  economic  growth. 

This  experience  suggests  two  things. 

First,  we  must  restore  the  regulatory  balance  between  safety  and 
soundness  and  economic  growth.  I  believe  that  the  President's  ini- 
tiatives and  congressional  actions  to  date  have  been  helpful  in  be- 
ginning the  process  of  restoring  that  balance. 

Second,  and  equally  important,  this  experience  tells  us  that  we 
must  not  repeat  the  mistakes  of  the  past  by  adding  yet  another 
layer  of  costly  red  tape  to  bank  lending. 

Mr.  Chairman,  I  fear  this  lesson  has  not  been  learned.  The  regu- 
lators' CRA  proposal  would  require  banks  to  collect  and  report  ex- 
tensive amounts  of  data  on  small  business  and  small  farm  lending. 
Although  the  intent  of  this  requirement  is  not  to  reduce  small  busi- 
ness lending,  make  no  mistake  about  it:  That  is  exactly  what  it  will 
do. 

Let  me  put  it  in  terms  of  my  own  bank.  Crestar  has  an  aggres- 
sive small  business  lending  program.  We  hold  over  16,000  loans  of 
less  than  $100,000  in  size  to  small  businesses  and  small  farms. 
These  loans  average  only  about  $13,000.  In  order  for  us  to  make 
so  many  loans  of  such  small  size  we  must  be  extremely  cost-effi- 
cient. Any  extraneous  costs  undermine  our  efficiency  and  increase 
the  price  of  every  small  business  loan  we  make.  Because  it  takes 
just  as  much  documentation  in  reporting  for  the  smallest  loan  as 
it  does  for  the  biggest,  the  costs  will  fall  disproportionately  on  the 
very  smallest. 
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For  example,  whereas  a  $100  regulatory  cost  would  amount  to  a 
full  1  percent  of  a  $10,000  loan,  it  would  get  lost  in  the  rounding 
on  a  $1  million  loan. 

As  you  know,  FDICIA  already  requires  banks  to  report  small 
business  and  small  farm  loan  activity  on  their  call  reports.  While 
we  are  uncertain  about  the  usefulness  of  even  those  numbers,  we 
should  at  least  allow  time  to  assess  their  value  before  we  add  more 
complicated  and  expensive  reporting  burdens  on  the  very  same  cat- 
egories of  loans. 

Mr.  Chairman,  the  congressional  effort  to  reduce  the  regulatory 
burden  on  the  banking  industry  represents  a  critical  step  toward 
enhancing  credit  availability.  You  and  your  colleagues  are  to  be 
congratulated  for  passing  the  Regulatory  Reform  Act  of  1993.  This 
legislation  makes  important  progress  toward  reducing  unnecessary 
red  tape  without  undermining  bank  safety  and  soundness. 

While  the  process  of  improving  the  regulatory  environment  has 
begun,  more  work  remains  to  be  done.  We  must  continue  to  elimi- 
nate redundant  reporting  requirements  and  streamline  bank  regu- 
lation. We  urge  Congress  to  reform  the  bankruptcy  code  and  clarify 
lender  and  trustee  environmental  liability.  We  also  believe  that 
small  support  is  warranted  for  the  Small  Business  Administration's 
vital  role  in  enhancing  the  availability  of  credit  to  small  businesses. 

Mr.  Chairman,  recent  steps  taken  by  the  regulators  in  fulfillment 
of  the  President's  initiatives  are  also  important.  For  example,  the 
Federal  Reserve  has  issued  a  final  rule  raising  the  de  minimis  level 
for  real  estate  appraisals  from  $100,000  to  $250,000.  This  will 
eliminate  one  costly  step  for  many  small  business  borrowers  who 
use  real  estate  as  collateral  to  secure  a  business  loan.  We  urge  the 
remaining  banking  agencies  to  move  quickly  to  implement  similar 
rules. 

We  applaud  the  statements  by  the  representatives  of  the  regu- 
latory agencies  here  today,  and  look  forward  to  working  with  them 
on  these  critical  issues. 

Thank  you,  Mr.  Chairman,  for  the  opportunity  to  address  these 
important  issues.  I  look  forward  to  answering  any  questions  you  or 
members  of  the  committee  may  have.  Thank  you. 

[Mr.  Gayle's  statement  may  be  found  in  the  appendix.] 

Chairman  LaFalce.  Thank  you  very  much,  Mr.  Gayle. 

Our  next  witness  from  the  Independent  Bankers,  Mr.  Shivers. 

STATEMENT  OF  JOHN  SHIVERS,  TRESIDENT,  INDEPENDENT 
BANKERS  ASSOCIATION  OF  AMERICA,  AND  CHAIRMAN  AND 
CEO,  SOUTHWEST  BANK,  FORT  WORTH,  TEXAS 

Mr.  Shivers.  Thank  you,  Mr.  Chairman,  Mrs.  Meyers.  I  am  John 
Shivers,  president  and  CEO  of  Southwest  Bank  in  Fort  Worth.  I 
am  also  president  of  Independent  Bankers  Association  of  America. 

We  appreciate  this  opportunity  to  testify  on  the  administration's 
initiatives  to  increase  small  business  lending  and  on  overall  trends 
in  small  business  lending. 

The  IBAA  welcomed  the  Clinton  administration's  "credit  crunch" 
alleviation  program  announced  last  year.  It  included  internal 
changes  in  agency  policies  which  had  a  measurable  impact  on 
banks'  lending.  The  agencies  created  a  viable  appeals  process,  clari- 
fied loan  classification  standards,  revised  guidelines  for  the  treat- 
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ment  of  loans  returning  to  performing  status,  and  changed  exam- 
ination procedures  for  loans  secured  by  real  estate  focused.  These 
new  procedures  focus  on  the  borrower's  ability  to  pay  over  time 
rather  than  on  the  immediate  liquidation  value  of  the  collateral. 
This  sent  a  clear  message  to  the  examiners  that  permitting  bank- 
ers to  use  their  judgment  would  not  compromise  safety  and  sound- 
ness. 

The  administration's  plan  also  included  a  special  low  documenta- 
tion loan  basket.  This  basket  has  been  little  used,  since  it  amounts 
to,  in  most  banks,  a  very  small  number  of  loans.  The  basket  is  too 
small,  and  no  bank  is  going  to  change  procedures  and  standards 
just  for — I  am  talking  about  5,  6,  8,  10  loans,  maybe  20,  depending 
on  the  size  of  the  bank.  My  bank,  if  I  made  the  maximum  that  is 
permitted  under  that  thing,  under  the  guidelines,  I  am  going  to  get 
6  loans. 

The  other  significant  part  of  the  administration  initiative,  in- 
creasing the  de  minimis  level  for  appraisals  from  $100,000  to 
$250,000  was  delayed  for  a  year  because  of  self-serving  protests  by 
the  appraisal  industry.  The  Federal  Reserve  has  just  adopted  the 
new  level  and  we  expect  the  other  agencies  to  follow  suit  soon. 

Bank  examiners  who  came  to  my  bank  expressed  concern  that 
the  low  documentation  lending  program  would  lead  to  careless 
lending  based  solely  on  individual  character.  Given  this  attitude, 
and  the  small  size  of  the  basket,  we  decided  not  to  use  the  pro- 
gram. I  have  heard  similar  reactions  from  other  bankers. 

We  share  some  of  the  examiners'  concerns  about  pure  character 
lending.  But  we  all  must  recognize  the  importance  of  looking  at  the 
five  "(?s"  of  credit  in  making  any  loans.  Policies  that  focus  on  any 
one  of  these  factors  to  the  exclusion  of  others  can  distort  lending. 
Character  alone  cannot  get  a  loan  repaid. 

Similarly,  collateral,  which  has  been  overemphasized  in  recent 
years,  is  a  useful  backstop  but  the  wise  lender  understands  that  it 
can  also  deteriorate  in  value. 

For  the  past  5  or  6  years  examiners  have  basically  discouraged 
lending.  First,  there  was  the  total  focus  on  collateral,  then  the  total 
focus  on  cash-fiow,  then  we  went  back  to  collateral.  I  can  remember 
that  in  1983  the  bank  examiners  started  disregarding  borrower's 
payment  records.  Even  if  the  loan  was  performing  and  showed 
every  evidence  of  continued  performance,  the  loan  would  be  classi- 
fied for  other  reason.  This  was  the  start  of  the  "performing- 
nonperforming  loan"  phenomenon. 

The  SBA,  after  suffering  losses,  also  significantly  tightened  their 
lending  criteria  in  1990  and  1991.  This  is  perfectly  understandable, 
but  it  has  reduced  lending. 

We  are  now  seeing  changes.  Our  recent  examinations  have  been 
less  rigid,  though  field  examiners  are  still  very  tough. 

We  believe  that  the  administration's  1993  initiatives  have  con- 
tributed to  an  improved  climate.  Also  important  is  the  fact  that 
Congress  has  begun  to  move  legislation  reducing  the  regulatory 
burden.  Final  action  would  both  relieve  specific  burdens  and  send 
another  helpful  signal  to  the  field  examiners. 

Despite  economic  improvement,  there  is  little  new  demand  for 
commercial  loans.  Many  businesses  had  their  lines  of  credit  called 
when  their  banks  failed  and  their  loans  were  taken  over  by  another 
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bank  or  the  FDIC.  Even  where  another  bank  held  a  loan,  that  bank 
often  put  it  into  a  "junk  bank"  or  liquidation  bank  who  has  basi- 
cally run  out  of  contracts  with  the  FDIC  or  the  RTC,  and  sought 
to  collect  it  immediately,  rather  than  to  continue  to  service  the  cus- 
tomer. Having  been  burned  by  the  credit  crunch,  most  businesses 
are  attempting  to  fund  themselves  internally  rather  than  seeking 
new  loans.  The  result:  Slower  economic  expansion  and  less  job 
growth. 

In  1991,  my  bank  began  to  lend  to  profitable  businesses  whose 
loans  has  been  relegated  to  the  FDIC  or  the  junk  banks.  Competi- 
tion for  this  business  has  increased  as  other  banks  sought  to  in- 
crease their  lending.  Unfortunately,  we  are  now  beginning  to  see 
some  larger  banks  return  to  questionable  practices  of  the  1980's. 
They  are  seeking  growth  at  almost  any  price. 

To  give  you  an  example,  one  of  the  large,  out-of-State  banks  in 
Texas  is  seeking  to  take  over  a  loan  of  one  of  our  customers  by  of- 
fering an  interest  rate  that  is  far  too  low,  considering  the  level  of 
risk  involved.  The  bank  also  plans  to  release  half  of  the  collateral — 
making  it  a  very  marginal  loan.  But  we  will  not  stretch  our  stand- 
ards to  keep  this  kind  of  loan  and  probably  risking  safety  and 
soundness. 

Despite  problems,  we  have  had  some  success.  We  have  reduced 
our  inventory  of  repossessed  real  estate  by  a  great  deal.  We  have 
made  loans  on  these  properties  to  businesses  that  seek  to  operate 
them,  not  to  investors,  so  we  have  created  jobs.  That  means  that 
they  are  again  contributing  to  the  economy.  Increased  demand  for 
new  homes  gives  us  opportunities  to  make  construction  loans  and 
originate  long-term  home  loans,  which  has  been  the  .bedrock  of  our 
bank  for  the  past  30  years. 

Unlike  some  of  the  larger  banks,  we  are  actively  seeking  to  make 
business  loans  under  $100,000.  Our  loan  officers  recently  went  to 
a  local  loan  fair  for  small  businesses,  sponsored  by  the  Chamber  of 
Commerce,  at  a  local  junior  college.  The  large,  out-of-State  banks 
told  the  audience  that  their  minimum  business  loan  was  $1  mil- 
lion. One  prospective  borrower  asked  if  any  bankers  in  the  room, 
which  included  representatives  of  both  large  and  small  banks,  were 
interested  in  under-$  100,000  loans.  We  were  the  only  bank  that 
said  we  were.  You  can  imagine  which  bank's  table  had  the  most 
inquiries  from  small  business  borrowers  after  these  opening  re- 
marks. 

The  SBA  recently  launched  a  pilot  program  which  gives  us  an- 
other way  to  serve  that  market.  It  is  the  small  loan,  low  docu- 
mentation program  for  under  $100,000.  It  has  been  under  experi- 
mental trial,  and  Texas  is  one  State  they  did  it  in.  The  lender  may 
submit  fewer  documents  to  the  SBA,  but  the  lender  must  still  ade- 
quately document  the  loan  to  be  sure  that  the  credit  is  sound. 
Since  the  bank  does  not  have  to  submit  all  the  documentation  it 
has  to  the  SBA,  approvals  are  often  made  in  a  matter  of  days  in- 
stead of  a  matter  of  a  number  of  weeks.  That  is  often  critical  to 
a  business  that  has  an  immediate  opportunity  to  startup  or  ex- 
pand. We  think  the  loan  level  for  this  program  could  be  increased 
to  perhaps  $200,000.  It  would  make  it  probably  more  helpful,  espe- 
cially to  small  businesses. 


27 

In  addition  to  promptly  enacting  regulatory  relief  provisions  con- 
tained in  the  community  development  financial  institutions  legisla- 
tion, we  also  urge  Congress  to  enact  meaningful  bankruptcy  re- 
forms. Liberal  bankruptcy  laws  have  made  it  much  too  tempting 
for  borrowers  to  walk  away  from  loans  that,  if  they  worked  with 
their  lenders,  they  could  pay  off  in  a  reasonable  time. 

Congress  should  also  clarify  the  secured  lender  exemption  under 
the  Superfund  law.  As  you  know  very  much,  Mr.  Chairman,  banks 
are  extremely  reluctant  to  lend  on  properties  that  might  pose  envi- 
ronmental problems.  Given  the  recent  court  ruling  against  the  EPA 
regulation,  legislation  is  sorely  needed  to  restructure  the  secured 
lender  exemption. 

In  conclusion,  Mr.  Chairman,  many  factors  have  discouraged 
small  business  lending  in  recent  years,  congressional  action  on  reg- 
ulatory relief,  bankruptcy  reform,  and  environmental  liability 
would  send  a  useful  signal  to  the  examiners  and  bankers  that  it 
is  a  good  time  to  increase  lending. 

I  will  answer  any  questions  you  have,  Mr.  Chairman. 

[Mr.  Shivers'  statement  may  be  found  in  the  appendix.] 

Chairman  LaFalce.  Thank  you  very  much,  Mr.  Shivers. 

We  will  go  on  to  hear  the  other  witnesses.  Mr.  William 
McKenzie,  representing  Savings  and  Community  Bankers  of  Amer- 
ica. 

STATEMENT  OF  WILLIAM  A.  MCKENZIE,  PRESIDENT  AND  CEO, 
ELMIRA  SAVINGS  &  LOAN,  ELMIRA,  NEW  YORK;  ON  BEHALF 
OF  SAVINGS  AND  COMMUNITY  BANKERS  OF  AMERICA 

Mr.  McKenzie.  Mr.  Chairman  and  members  of  the  committee, 
my  name  is  Bill  McKenzie,  and  I  am  president  and  chief  executive 
officer  of  Elmira  Savings  &  Loan  in  Elmira,  New  York.  Elmira  Sav- 
ings is  over  100  years  old,  has  about  $120  million  in  assets  and  is 
an  active  lender  to  small  businesses.  We  have  about  20  percent  of 
our  loan  portfolio  in  business  loans,  and  that  does  include  real  es- 
tate-oriented business  loans.  We  also  are  a  participant  in  Small 
Business  Administration's  programs. 

I  am  pleased  to  appear  before  the  committee  on  behalf  of  the 
Savings  &  Community  Bankers  of  America,  where  I  serve  as  Chair- 
man of  the  Community  Institutions  Committee,  representing  small- 
er savings  institutions  across  the  country. 

We  appreciate  the  opportunity  to  discuss  the  administration's 
credit  availability  initiatives  and  other  necessary  efforts  to  promote 
greater  credit  availability  for  small  business. 

The  SCBA  shares  your  concern,  Mr.  Chairman,  about  the  need 
to  increase  lending  to  small  businesses.  SCBA  endorsed  additional 
funding  of  the  Small  Business  Administration's  7(a)  Program  and 
supports  the  appropriate  development  of  a  secondary  market  for 
small  business  loans. 

Last  year  the  administration  announced  a  diverse  prograrn  to  in- 
crease credit  availability.  Selected  provisions  in  the  administra- 
tion's credit  availability  program  should  promote  greater  credit 
availability.  However,  other  regulatory  and  legislative  impediments 
in  the  credit  process  must  also  oe  removed. 

The  SCBA  endorses  the  thrust  of  the  1993  regulatory  initiative 
to  improve  the  environment  for  lending  on  a  more  cost-effective 
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basis  for  institutions.  The  program  has  yet  to  be  fully  implemented, 
but  we  are  hopeful  as  to  benefits  for  small  business. 

The  provisions  in  the  program  that  relate  most  directly  to  credit 
availability  are  opportunities  for  low  documentation  for  loans  to 
small-  and  medium-sized  businesses,  a  relaxation  of  appraisal  re- 
quirements, and  a  clarification  of  examination  treatment  of  com- 
mercial real  estate  loans. 

The  loan  documentation  requirements  in  the  program  would 
apply  to  a  very  small  portion  of  the  institution's  assets  and,  at  this 
juncture,  the  program  is  not  widely  used.  Given  the  agencies'  track 
record  of  constantly  revising  their  attitudes  toward  different  loan 
segments,  it  is  no  wonder  that  institutions  are  reluctant  to  move 
aggressively  into  this  program. 

The  relaxation  of  appraisal  requirements  is  the  most  publicized 
part  of  the  administration's  program.  Far  too  much  attention  has 
been  devoted  to  the  proposal  to  raise  the  de  minimis  threshold  from 
$100,000  to  $250,000.  Using  this  threshold  is  not  likely  to  have  a 
significant  impact  on  the  savings  institution  industry. 

Other  provisions  in  the  proposed  appraisal  rule  are  likely  to  have 
a  more  direct  impact  on  small  business  lending  than  raising  the  de 
minimis  threshold.  Most  notable  is  the  proposal  to  exempt  business 
loans  under  $1  million  from  appraisal  requirements  when  the  loans 
are  secured  by  real  estate  collateral  that  is  not  the  primary  source 
of  repayment.  The  Interagency  Policy  Statement  on  Review  and 
Classification  of  Commercial  Real  Estate  Loans  specifies  that  the 
evaluation  of  commercial  real  estate  loans  should  be  based  on  a  re- 
view of  the  borrower's  willingness  and  capacity  to  repay  the  loan 
and  on  the  income-producing  capacity  of  the  underlying  collateral 
over  time,  not  on  the  valuation  of  collateral  on  a  liquidation  basis. 
These  are  important  directives  to  examiners  which  should  benefit 
small  business  and  time  will  tell  whether  these  mandates  are  being 
heeded. 

More  work  by  the  regulators  may  be  undertaken  in  other  areas, 
particularly  with  respect  to  the  examination  process.  The  agencies 
still  have  a  long  way  to  go  before  the  examination  process  runs 
smoothly  with  a  minimal  amount  of  confusion  and 
miscommunication.  Policies  and  practices  often  diverge,  and  this 
increases  costs  for  small  businesses. 

The  SCBA  has  urged  the  agencies  to  establish  Washington-based 
procedures  to  verify  examiner  compliance  with  Washington  direc- 
tives. 

It  also  remains  to  be  seen  whether  the  new  appeals  processes 
adopted  by  the  agencies  will  be  effective. 

A  recent  GAO  study  concluded  that  to  remove  regulatory  and  su- 
pervisory impediments  to  small  business  lending,  the  examination 
focus  should  be  on  the  adequacy  of  the  institution's  internal  control 
systems  in  order  to  reduce  the  number  of  individual  loans  re- 
viewed. 

The  emphasis  on  adequate  internal  controls  is  also  contained  in 
the  recently  issued  interagency  policy  statement  on  the  treatment 
of  general  valuation  allowances,  GVA's,  which  governs  how  much 
community  banks  take  from  earnings  to  absorb  estimated  credit 
losses. 
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The  SCBA  strongly  supports  the  recommendations  of  the  GAO  to 
promote  small  business  lending  and  the  recent  guidance  of  the  reg- 
ulators on  GVA. 

Finally,  the  OCC's  recent  proposal  to  revise  the  individual  bor- 
rowing lending  limits  could  reduce  an  impediment  to  credit  avail- 
ability, particularly  for  small  institutions  like  ours,  Elmira  Savings. 

The  SCBA  believes  that  the  administration's  credit  availability 
initiatives  alone  will  not  be  sufficient  to  promote  increased  credit 
availability.  Additional  work  needs  to  be  done  in  the  legislative 
area  to  reduce  the  competitive  burdens  imposed  on  depository  insti- 
tutions. 

The  industry's  prospects  must  be  viewed  within  a  longer  perspec- 
tive because  of  the  competitive  advantages  accorded  nondepository 
competitors  that  are  not  subject  to  the  regulatory  costs  imposed  on 
banks  and  savings  institutions.  Finance  companies  and  insurance 
firms  are  actively  seeking  small  business  credits,  and  they  do  not 
have  the  heavy  regulatory  burden  of  CRA  and  examinations.  Even 
regulated  competitors  such  as  credit  unions,  which  enjoy  tax-free 
status,  may  begin  to  compete  in  this  market.  For  small  business, 
the  issue  is  whether  these  firms  will  have  the  staying  power  that 
community-based  lenders  have  evidenced  over  the  years. 

I  would  like  to  alert  the  committee  to  an  issue  that  could  pro- 
foundly affect  the  ability  of  many  savings  institutions  to  continue 
to  serve  the  business  community  and  consumers.  As  the  Chairman, 
a  member  of  the  House  Banking  Committee,  is  fully  aware,  a  loom- 
ing disparity  exists  between  the  premiums  paid  by  Bank  Insurance 
Fund  members  and  by  Savings  Association  Insurance  Fund  mem- 
bers of  the  FDIC. 

The  viability  of  the  industry  and  its  competitive  role  in  credit 
markets  are  at  stake.  The  FDIC  shares  this  analysis  and  concern. 

The  different  capitalization  schedules  between  the  BIF  and  the 
SAIF  will  result  in  SAIF  premiums  that  are  at  least  18  basis  points 
higher  than  BIF  premiums  from  1996  to  the  year  2003,  and  11 
basis  points  thereafter  until  2019,  to  cover  the  SAIF's  FICO  obliga- 
tions. 

Even  in  the  best  case,  this  premium  disparity  will  result  in  the 
widespread  reduction  of  credit  availability  and  a  lessening  of  the 
vitality  of  institutions  which  today  are  strong  and  safe. 

In  the  worst  case,  a  more  rapid  decline  could  occur,  precipitating 
a  future  banking  crisis,  depleting  SAIF  and  threatening  the  ability 
of  SAIF-insured  institutions  to  service  the  FICO  obligations.  This 
situation  came  about  in  large  measure  due  to  the  congressional 
projections  of  growth  of  deposits  at  SAIF-insured  depositories  that 
did  not  pan  out,  and  the  failure  of  Congress  to  honor  the  FIRREA 
commitment  to  assist  the  SAIF  Fund. 

The  SCBA  strongly  urges  Congress  to  address  this  problem  by 
addressing  the  FICO  burden  through  a  merger  of  funds,  spillover 
of  unused  RTC  funds  or  other  devices. 

Chairman  LaFalce.  I  would  assume  that  Mr.  Shivers  and  Mr. 
Gayle  would  be  fully  supportive  of  that. 

Mr.  McKenzie.  SCBA  believes  that  Congress  should  act  on  sev- 
eral fronts  to  promote  a  favorable  competitive  environment  for  de- 
pository institutions  in  credit  markets. 
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One  means  of  expanding  lending  opportunities  would  be  to  relax 
somewhat  the  commercial  lending  limit  for  Federal  savings  associa- 
tions. Under  current  law,  Federal  savings  associations  may  not  in- 
vest more  than  10  percent  of  their  assets  in  commercial  loans. 

The  SCBA  recommends  that  Congress  amend  the  Home  Owner's 
Loan  Act  to  increase  this  10  percent  limit  to  a  prudential  15  per- 
cent limit.  This  would  meet  safety  and  soundness  concerns,  would 
be  monitored  by  the  agencies,  and  would  still  be  subject  to  single 
borrower  lending  limits.  At  the  same  time  it  would  foster  this 
growing  niche  lending  to  small  business  and  assist  in  diversifying 
portfolios. 

Mr.  Chairman,  there  remains  a  major  obstacle  to  lending  for 
small  businesses  that  requires  attention — secured  party  liability 
under  environmental  laws.  Few  in  the  Congress  are  as  famihar  as 
you  are  with  the  impact  of  uncertainty  in  environmental  liability 
under  Superfund.  The  industry  appreciates  your  ongoing  commit- 
ment and  the  bill  you  have  introduced,  H.R.  2462,  remains  a  key 
vehicle  for  reform. 

The  SCBA  supports  action  to  overturn  the  recent  court  case 
vacating  the  EPA  rule,  a  rule  that  resulted  from  your  sustained  ef- 
forts. 

The  SCBA  supports  efforts  by  Congress  to  provide  reforms  that 
will  benefit  consumers  and  small  business  credit  by  streamline  the 
bankruptcy  code.  Inappropriate  bankruptcy  filing  raises  the  cost  of 
credit  for  small  businesses.  Responsible  revisions  as  contemplated 
in  H.R.  2326  will  keep  the  pressure  off  rates,  while  retaining  oppor- 
tunities for  legitimate  bankruptcy  actions. 

Legislation  should  be  enacted  to  expand  the  secondary  market 
for  small  business  loans  and  to  include  depository  institutions  ap- 
propriately under  community  development  programs. 

All  opportunity  for  promoting  small  business  lending  is  the  es- 
tablishment of  consortia  arrangements  which  could  conceivably 
permit  institutions  of  all  sizes  to  participate,  either  directly  or  indi- 
rectly, in  lending  to  small  businesses.  These  arrangements  may 
also  be  structured  as  community  development  corporations. 

The  SCBA  believes  firmly  that  any  legislative  effort  to  fund  com- 
munity development  financial  institutions  should  ensure  that 
multidepository  institution  lending  consortia  will  be  eligible  for 
community  development  funds.  This  would  provide  incentives  for 
the  broadest  involvement  of  institutions  that  seek  to  use  consortia 
arrangements  for  small  business  lending.  CRA  rules  must  encour- 
age new  cooperative  ventures  and  programs  which  include  small 
business  lending. 

H.R.  3474,  The  Regulatory  Relief  Act  of  1993,  would  reduce  some 
regulatory  burdens  on  banks  and  thrifts.  The  legislation  that 
passed  the  House  late  last  year  failed  to  include  some  important 
provisions  that  were  contained  in  H.R.  962,  as  initially  proposed. 
SCBA  urges  the  Congress  to  take  a  renewed  interest  in  the  provi- 
sions of  H.R.  962,  particularly  those  that  directly  relate  to  credit 
availability  which  would  benefit  small  business,  that  were  excluded 
from  the  legislation  that  passed  the  House. 

A  provision  in  H.R.  962  addressed  one  of  the  most  egregious 
cases  of  micro-management  mandated  by  FDICIA  found  in  Section 
132.  The  requirement  that  the   Federal  banking  agencies  adopt 
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standards  on  internal  controls,  loan  documentation,  credit  under- 
writing, interest  rate  risk  exposure,  asset  growth,  compensation 
and  benefits. 

Section  132  also  requires  the  Federal  banking  agencies  to  pre- 
scribe standards  concerning  the  ratio  of  classified  assets  to  capital, 
minimum  earnings  to  absorb  losses,  and  to  the  extent  feasible,  a 
minimum  ratio  of  market  value  to  book  value  for  publicly  trade 
shares. 

H.R.  3474  would  permit  the  agencies  to  adopt  these  provisions  as 
guidelines  rather  than  rules.  However,  SCBA  prefers  the  approach 
in  H.R.  962  that  would  have  minimized  this  burden  by  exempting 
from  these  standards  institutions  that  are  adequately-  or  well-cap- 
italized with  high  examination  rating.  SCBA  supports  this  ap- 
proach that  is  based  on  the  principle  of  differential  regulation, 
which  should  be  the  approach  considered  in  all  regulatory  initia- 
tives. 

H.R.  962  would  have  modified  the  real  estate  lending  standards 
in  Section  304  of  FDICIA  by  requiring  the  Federal  banking  agen- 
cies to  consider  the  impact  of  these  standards  on  the  availability 
of  credit  for  small  businesses,  residential  and  agricultural  purposes 
and  low-  and  moderate-income  communities.  Well-capitalized  and 
otherwise  well-performing  institutions  should  have  been  exempted 
from  the  rule  and  its  related  guidelines. 

Mr.  Chairman,  the  savings  institutions  industw  is  committed  to 
preserving  its  active  presence  in  credit  markets  for  small  business 
and  its  customers.  Savings  &  Community  Bankers  of  America  is 
ready  to  assist  this  committee  in  any  way  possible  to  remove  the 
impediments  to  greater  credit  availability. 

This  concludes  my  prepared  remarks.  I  will  be  happy  to  answer 
questions. 

[Mr.  McKenzie's  statement  may  be  found  in  the  appendix.] 

Chairman  LaFalce.  Thank  you  very  much,  Mr.  McKenzie. 

Our  final  witness  here  today  will  be  Mr.  Richard  Kelley.  I  espe- 
cially pleased  to  have  the  home  builders  here  because  I  really  think 
of  all  the  trade  associations,  when  I  began  my  fight  to  point  out 
the  problems  of  FIRREA  and  the  credit  crunch,  the  home  builders 
were  in  the  forefront  of  that  effort  with  me,  and  that  goes  back  to 
1989;  I  worked  closely  with  Bob  Bannister.  So,  it  is  a  pleasure  to 
have  the  home  builders  here. 

TESTIMONY  OF  RICHARD  KELLEY,  PRESIDENT,  RSK  CONTRAC- 
TORS, INC.,  SOUTH  WINDSOR,  CONNECTICUT;  ON  BEHALF  OF 
NATIONAL  ASSOCL\TION  OF  HOME  BUILDERS 

Mr.  Kelley.  Thank  you  Mr.  Chairman.  If  I  was  not  so  nervous, 
I  would  like  to  thank  you  for  your  efforts  and  Mrs.  Meyers'  efforts 
undertaken  to  address  the  credit  crunch  and  the  problems  that  we 
have  had  and  still  persist  today. 

It  is  a  pleasure  for  me  to  represent  169,000  firms  of  the  National 
Association  of  Home  Builders,  which  we  refer  to  as  NAHB.  We 
thank  you  for  the  efforts  that  this  committee  is  making  in  analyz- 
ing the  President's  initiative  on  credit  availability. 

For  the  record,  I  would  like  to  state  that  my  name  is  Richard 
Kelley.  I  have  a  family  business  called  RSK-KELLCO.  We  pri- 
marily build  and  live  in  the  Hartford,  Connecticut,  suburban  area. 
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We  have  been  in  business  for  25  years.  We  build  all  types  of  hous- 
ing ranging  from  entry  level  homes  through  move-up  and  luxury 
homes  in  the  immediate  Hartford  area.  We  diversified  in  the  1980 
recession  into  the  commercial/office  market.  Our  company  is  in- 
volved in  every  aspect  of  the  development  process  from  the  pur- 
chase of  raw  land,  to  development  of  property  for  both  residential 
and  commercial  uses.  RSK-KELLCO  has  built  more  than  600 
homes,  more  than  350,000  feet  of  commercial  and  retail  that  we 
primarily  maintain  and  manage  and  attempt  to  rent.  Our  business 
has  suffered  from  the  credit  crunch.  I  used  to  build,  on  average,  in 
the  good  days,  65  houses  a  year.  This  year,  in  1994,  we  hope  to 
build  25,  which  is  an  increase  bv  10  or  15  from  last  year. 

Chairman  LaFalce.  Did  you  Duild  on  spec  before? 

Mr.  Kelley.  Sure  did,  sir. 

Chairman  LaFalce.  Do  you  do  that  at  all  now? 

Mr.  Kelley.  Well,  my  pockets  are  empty. 

Thanks  for  asking  that  question.  That  is  one  of  the  reasons  why 
I  am  attempting,  because  of  the  time,  to  paraphrase  the  report  that 
we  submitted  to  the  committee,  which  is  more  detailed  than  the 
statement  I  am  presenting  this  morning. 

Mv  business,  Mr.  Chairman  and  Mrs.  Meyers,  is  fairly  tvpical  of 
the  nome  building  industry  across  America.  Nationwide,  tne  home 
building  industry  is  dominated  by  a  great  many  small  builders  op- 
erating in  limited  geographic  areas,  generally  the  local  market,  as 
I  made  reference  to  mine. 

The  most  recent  survey  of  our  industry  indicates  about  75  per- 
cent of  the  home  building  companies  build  25  units  or  fewer  per 
year.  More  than  two-thirds  of  these  build  fewer  than  10  units  a 
year.  Only  8  percent  of  home  builders  across  America  are  consid- 
ered to  be  large.  Those  build  100  or  more  units  per  year.  In  addi- 
tion, most  of  the  subcontractors  and  many  of  the  suppliers  to  these 
builders  are  small  business  persons  themselves  who  rely  heavily  on 
the  home  builders  for  their  livelihood. 

The  extent  to  which  the  credit  crunch  initiatives  and  other  super- 
visory changes  have  impacted  the  availability  of  credit  for  builders 
and  other  small  businesses  cannot  truly  be  determined  at  this 
time.  There  are  some  preliminary  conclusions,  however,  that  we 
can  draw  from  experiences. 

For  example,  the  administration's  initiative  to  revive  the  so- 
called  character  loan  is  an  example  of  the  supervisory  change  that 
will  only  achieve  its  intended  objective  if  banks  and  savings  institu- 
tions are  able  to  make  loans  without  worrying  that  the  supervisory 
policy  will  change  or  that  an  examiner  will  not  follow  that  policy. 

In  other  words,  our  experience  tells  us  that  the  examiners  in  the 
field  must  get  the  message.  It's  been  my  experience  over  the  past 
few  years,  and  leading  up  to  the  present,  that  there  is  no  longer 
such  a  thing  as  a  character  loan. 

I  have  been  in  business  for  25  years.  I  have  developed  at  least 
15  sub-divisions,  anywhere  from  10  houses  to  125  houses,  and  I 
have  never,  never  defaulted  on  a  loan.  Never  have  I  asked  for  a  re- 
duction level  at  the  bank,  but  there  are  no  character  loans  being 
made  in  our  part  of  the  country. 

Another  factor  contributing  to  the  effectiveness  of  the  adminis- 
tration's proposal  relates  to  lenders  attitudes  toward  builders.  Dur- 
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ing  the  past  few  years,  institutions  have  exhibited  a  general  reluc- 
tance to  make  certain  types  of  loans,  particularly  real  estate  loans. 

It  has  been  my  experience  in  working  with  lenders,  that  the 
more  conservative  lending  standards  are  still  being  followed,  par- 
ticularly in  regard  to  small  business  lending.  This  is  confirmed  not 
only  by  my  own  experience,  but  also  by  suppliers  that  I  deal  with 
and  colleagues  across  America  that  I  come  in  contact  with,  espe- 
cially in  the  New  England  area. 

In  order  to  adequately  assess  the  impact  of  this  administration's 
initiatives,  we  believe  more  time  must  pass.  As  we  have  heard  ear- 
lier this  morning,  at  least  one  examination  cycle  must  have  passed. 

Through  1993,  and  continuing  into  1994,  the  housing  finance 
market  has  been  very  inconsistent.  While  home  mortgage  lending 
has  performed  smoothly  in  the  face  of  record  demands  for  loans, 
the  experience  and  outlook  for  financing  the  production  of  housing 
and  for  mortgage  lending  on  multiproperty,  multifamily  properties 
is  nowhere  near  as  favorable. 

I  made  reference  to  the  fact  that  we  diversified,  and  many  busi- 
nesses diversified  into  small  office  and  commercial  construction.  To 
us,  this  is  a  noose  around  our  neck.  A  time  bomb  that  is  ticking, 
because  these  loans  are  treated  differently  than  they  were  when  we 
entered  the  game. 

Generally  speaking,  the  grip  of  the  credit  crunch  began  easing 
somewhat  for  home  builders  last  year.  Loans  to  fund  construction 
of  single-family  homes  are  more  readily  available,  although  there 
continue  to  be  pockets  of  the  country  where  these  loans  are  still 
difficult  to  obtain,  primarily  in  the  Northeast  area. 

In  the  area  of  funding  for  acquisition  and  development  of  resi- 
dential lots,  however,  the  credit  crunch  continues,  particularly  in 
New  England. 

In  a  recent  survey  conducted  2  months  ago  at  our  annual  meet- 
ing, only  one  region,  the  Northeast,  mentioned  construction  financ- 
ing as  the  primary  or  number  one  critical  issue.  However,  the 
availability  of  lots  appears  either  as  a  critical  issue  or  an  emerging 
critical  issue  for  all  parts  of  the  country. 

A  recent  study  by  the  Urban  Land  Institute  confirms  this  state- 
ment. In  a  study  released  last  November  1993,  the  researchers  con- 
cluded that  the  development  of  residential  lots  was  dealt  a  severe 
blow  by  the  recession  and  limitations  being  placed  on  banks  re- 
garding land  acquisition  and  development  lending. 

The  Urban  Land  Institute  report  warns  that  if  money  for  those 
activities  stays  tight  and  the  regulatory  climate  does  not  ease,  lot 
shortages  could  become  a  serious  problem,  especially  in  smaller 
communities  across  America. 

This  same  builder  survey  that  I  referenced  earlier  also  indicates 
that  most  builders  have  not  found  any  change  in  the  credit  avail- 
ability for  acquisition.  Let  me  give  you  a  couple  of  numbers. 

We  found  that  only  25  percent  of  builder  respondents  concluded 
that  credit  availability  for  land  acquisition  is  better  than  last  year. 
Fifty-three  percent  of  those  surveyed  reported  it  was  about  the 
same  as  last  year.  Fifteen  percent  reported  that  availability  for 
land  acquisition  credit  was  worse  than  last  year. 

There  are  a  number  of  trends  witnessed  not  only  by  myself  as 
a  member  of  the  Connecticut  Building  Industry,  but  by  other  Con- 
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necticut  builders  and  small  businesses.  These  trends  appear  to 
vary,  depend  on  the  size  of  the  lending  institution.  It  was  interest- 
ing to  listen  to  the  testimony  this  morning. 

With  respect  to  dealing  with  large  institutions,  any  refinancing 
on  an  existing  loan  must  be  made  for  a  definite  period.  Large 
banks  are  also  more  interested  in  making  loans  to  large  companies 
that  are  not  real  estate-intensive.  In  fact,  some  of  these  lending  in- 
stitution personnel  says,  yes,  that  we  would  be  better  off  and  have 
more  favorable  prospects  in  obtaining  credit  by  dealing  with  our 
local  banks. 

Also,  that  is  why  I  mentioned  our  business  track  record,  to  estab- 
lish credibility  with  you.  The  fact  is  that  I  no  longer  enjoy  the  long- 
standing relationships  that  I  once  had  with  the  larger  banks.  In 
other  words,  when  I  approach  a  large  bank  for  a  loan,  I  usually 
have  to  start  from  scratch,  presenting  my  case  for  my  company  and 
my  projects.  Track  record,  expertise  and  doing  what  we  do  best, 
character,  no  longer  opens  the  door.  My  experience  with  small  com- 
munity banks  is  similar,  although  more  favorable.  For  example, 
small  community  banks  are  making  overtures  or  are  very  aggres- 
sive in  indicating  they  are  interested  in  writing  "good  loans"  with 
cash-flow  and  definite  pay-out  periods.  However,  we  have  noticed 
that  the  community  banks  we  deal  with  shift  loan  officers  so  rap- 
idly as  to  prevent  the  establishment  of  a  business  relationship. 
Their  rationale  for  this  practice  is  to  avoid  the  same  trap  that  we 
fell  in,  during  the  1980's.  That  problem  might  apply  in  some  in- 
stances, but  certainly  it  hurts  all  of  us  when  we  are  trying  to  make 
these  very  good  loans.  Loans  should  go  to  good  people  who  have  a 
track  record. 

Also,  small  banks,  in  response  to  one-to-one  borrowing  limits,  ap- 
pear to  be  willing  to  spread  their  risk.  In  other  words,  the  smaller 
banks,  the  $100  million  to  $125  million  banks  want  to  spread  the 
risk  among  several  of  the  banks  with  whom  they  have  good  rela- 
tionships. The  downside  to  this  the  increases  in  the  up-front  fees, 
the  added  expense  of  doing  business,  as  well  as  the  additional  pa- 
perwork burden. 

In  terms  of  general  lending  trends  observed  in  my  region,  banks 
typically  now  require  more  cash  invested  in  a  project  as  a  pre- 
requisite for  a  loan.  Banks  are  also  demanding  a  debt  consolidation 
by  borrowers.  In  other  words,  I  could  give  you  examples  that  I 
might  have  a  project  debt-free,  personal  or  company-wise,  but  they 
want  you  to  group  them  all  together,  and  you  can  see  the  con- 
sequences of  that. 

Banks  that  we  have  noticed  in  our  area  are  more  interested  in 
service  fees  and  less  interested  in  lending  money.  I  never  thought 
I  would  see  this  day  come.  When  I  started  in  the  business  it  was 
against  the  law  to  write  a  bad  check,  to  bounce  a  check.  Some 
banks  today  are  making  25  to  35  dollars  per  check  to  cover  that 
check. 

There  is  also  a  perception  shared  by  Connecticut  builders  in  par- 
ticular, and  builders  in  New  England  generally,  that  as  large  banks 
are  becoming  increasingly  larger,  they  will  drain  deposits  from  the 
community;  thereby  leaving  less  money  for  lending  by  community 
banks. 
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One  important  legislative  change  which  would  greatly  facilitate 
the  availability  of  funds  lies  with  the  Federal  Home  Loan  Bank 
System.  The  Federal  Home  Loan  Banks  historically  have  per- 
formed well  as  sources  of  credit  for  housing  finance  by  providing 
low  cost  advances  and  other  services  to  member  institutions.  De- 
spite the  successful  past,  however,  NAHB  believes  the  system 
needs  to  adapt  to  the  changes  in  composition,  and  the  needs  of  its 
membership  today  in  order  to  realize  its  full  potential  as  a  credit- 
support  mechanism  for  the  housing  finance  system  and  the  commu- 
nity-based financial  intermediaries. 

In  particular,  members  of  the  system  need  support  for  aspects  of 
housing  finance  and  community  development  beyond  home  mort- 
gage lending.  Consideration  should  be  given  to  a  possible  amend- 
ment to  the  general  statutory  authority  of  the  FHL  Banks  to  en- 
gage in  activities  that  could  include  purchases  of  participations  in 
housing  production  loans  and/or  provisions  of  credit  enhancements 
to  support  housing  production  lending  of  member  institutions. 

I  would  be  the  first,  we  at  NAHB  would  be  the  first  to  suggest 
to  you  that  we  are  concerned  about  the  overall  safety  and  the 
soundness  of  the  system.  What  we  are  suggesting  could  be  tested 
in  limited  pilot  programs.  The  FHL  Banks  could  be  given  authority 
to  establish  separately  capitalized  entities  to  contain  the  associated 
risk  of  these  activities.  This  type  of  broad  authority  would  let  each 
FHL  Bank  make  the  decision  as  to  what,  if  any,  new  products  or 
services  it  would  develop. 

Mr.  Chairman,  NAHB  also  supports  the  removal  of  caps  on  the 
amount  of  housing-related  assets  that  member  institutions  can  use 
to  collateralize  advances.  I  am  certain  you  understand  the  makeup 
of  this  system.  It  is  my  understanding  that  the  current  cap  now, 
the  aggregate  cap,  is  30  percent  of  that  institution's  capital. 

Another  area  of  need  for  builders  is  infrastructure  financing.  In 
New  England,  with  home  rule,  when  I  build  a  house,  and  I  need 
sewers,  utilities,  or  roads,  it's  my  responsibility  to  do  it.  That  in- 
creased cost  goes  toward  the  increased  purchase  price  of  the  new 
home.  The  cost  that  goes  to  purchase  a  home — this  is  a  cost  that 
is  probably  the  most  risky  as  far  as  what  the  clients  are  looking 
at. 

As  I  previously  mentioned,  housing  production  includes  that  ele- 
ment in  a  broad  range  of  activities.  Land  production  today  is  our 
most  serious  threat  to  continuing  to  build  houses  across  America. 
It  is  almost  impossible  in  my  region  to  convince  banks  to  protect 
the  individual  in  land  acquisition  and  development. 

We  are  encouraged,  Mr.  Chairman,  the  Congress  is  looking  into 
the  process  in  various  legislative  proposals  to  create  a  secondary 
market  for  small  businesses,  commercial  and  community  develop- 
ment loans.  We  support  H.R.  2600  as  amended  and  reported  out 
of  the  House  Banking  Committee.  This  bill  references  a  definition 
of  "community  development"  which  includes  water  and  sewer  sys- 
tems and  road  construction,  among  many  other  activities  that  I 
have  mentioned.  However,  we  strongly  suggest,  Mr.  Chairman, 
that  perhaps  further  congressional  action  will  probably  be  nec- 
essary and  will  eventually  require  the  establishment  of  a  Govern- 
ment Sponsored  Enterprise  for  infrastructure  loans. 


36 

In  conclusion,  access  to  credit  has  somewhat  improved.  However, 
we  remain  skittish  about  the  prospects  for  future  improvement, 
particularly  in  the  realm  of  land  development  and  acquisition 
loans.  We  urge  this  committee  to  take  the  necessary  steps  to  en- 
sure the  continued  vitality  of  the  housing  industry  and  the  eco- 
nomic prosperity  it  engenders  across  America.  Not  only  do  we  build 
houses,  but  we  put  America  back  to  work  and  so  many  small  busi- 
nesses depend  on  that  purchasing  that  we  have  in  our  housing 
market. 

Mr.  Chairman,  thank  you  very  much. 

Chairman  LaFalce.  Thank  you  very  much,  Mr.  Kelley.  Are  there 
any  comments  that  any  members  of  the  panel  might  like  to  make 
with  respect  to  comments  that  other  members  of  the  panel  have 
made? 

Mr.  Shivers.  Mr.  LaFalce  we  have  had  meetings  and  meetings 
and  meetings  about  where  we  want  to  go  the  past  30  years.  We've 
built  our  clients  on  homeowners  and  home  buyers  and  continue  to 
do  so  today.  There  is  a  great  deal  of  reluctance  to  do  subdivision, 
development  loans  due  to  regulatory  pressures,  the  length  of  time 
it  takes,  and  there  are  so  many  subdivisions  that  either  have  been 
owned,  or  have  been 

Chairman  LaFalce.  Is  it  regulatory  pressures,  or  is  it  really  the 
fact  that  the  markets  are  so  saturated ? 

Mr.  Shivers.  They  were  saturated  and  these  people  who  bought 
these  subdivisions  from  RTC  at  10  cents  on  the  dollar. 

Chairman  LaFalce.  But  is  it  not  the ? 

Mr.  Shivers.  That's  one  of  the  primary  reasons. 

Chairman  LaFalce.  I  just  wanted  to  get  it  straight,  that's  all. 
It's  not  so  much  a  matter  of  regulations,  it's  the 

Mr.  Shivers.  Yes 

Chairman  LaFalce  [continuing],  fact  that  people,  well  I  don't 
want  to  comment  on  10  cents  on  the  dollar,  in  order  to— just  one 
method  appropriate  or  inappropriate,  bursting  that  speculative 
bubble  that  existed  so  much  and  especially  in  Texas. 

Mr.  Shivers.  We  have  some  niches  though  in  our  market  in  the 
price  range  if  there  is  a  share  or  a  block 

Mr.  McKenzie.  I'd  just  like  to  offer  a  word  of  caution  to  Mr. 
Kelley  regarding  his  comments  about  the  Federal  Home  Loan 
Banks.  The  additional  risk  could  lead  to  losses  and  you  know  we 
are  stockholders  in  that  organization  and  we  just  should  move 
very,  very  carefully  with  regard  to  that  and  we  certainly  welcome 
your  comments — as  a  part  of  a  comprehensive  analysis  of  the  sys- 
tem. But  just  a  word  of  caution  on  that. 

Chairman  LaFalce.  Mr.  Gayle? 

Mr.  Gayle.  Mr.  Chairman,  thank  you.  We  understand  that  very 
sensitive  to  the  problems  that  lack  of  credit  creates  for  poor  bor- 
rowers, it  is  a  significant  problem  and  we  think  that  some  good 
congressional  effort  is  taking  place  that  is  going  to  help  on  alleviat- 
ing a  lot  of  those  concerns.  I  think  it  may  be  helpful  to  point  out 
that,  while  we  are  here  today  and  asking  you  for  support  of  these 
for  regulatory  relief,  that  we  are  not  standing  by  in  our  office  wait- 
ing for  something  to  happen. 

At  my  bank,  Crestar  Bank,  we  have,  when  it  comes  to  small 
business  lending,  we  have  taken  a  step  back  and  when  I  say  that. 
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several  years  ago  we  decided  to  take  a  fresh  focus  on  the  small 
business  community.  How  to  reach  these  people.  We  are  not  wait- 
ing for  something  to  happen.  We  have  followed  all  the  efforts  that 
have  taken  place  and  we  think  that  we  are  moving  in  the  right  di- 
rection. 

Crestar  bank  has  taken  a  step  back  and  taken  a  fresh  look  at 
small  lending  process.  We  have  changed  our  delivery  process  and 
we  have  rethought  our  entire  credit  culture  as  it  related  to  small 
business  lending.  We  have  hired,  we  have  hired  individuals  whose 
job  is 

Chairman  LaFalce.  When  we  looked  at  the  problems  in  the 
banking  industry  in  the  1980's  I  would  say  that  it  is  a  fraction  of 
1  percent  of  the  problem  that  could  be  contributed  to  loans  to  the 
small  business  community.  There  were  real  problems  out  there,  but 
those  problems  were  not  being  caused  because  loans  were  being 
made  to  small  businesses  in  the  community  in  which  the  bank  ex- 
isted. There  were  a  whole  lot  of  excesses  going  on. 

Mr.  Gayle.  I  think  that's  true,  and  I  think  that  we  have,  we  be- 
lieve in  the  small  business  market  and  we  believe  that  it  is  a  good 
fit  for  us  and  that  we  want  to  aggressively  expand  what  we  do. 
That  is  why  we  have  taken  the  steps  to  not  only  come  up  with  a 
fresh  view  of  how  we  evaluate  small  business  loans,  but  also  to  en- 
courage people  to  seek  various  types  of  small  business  credit.  We 
have  people  whose  job  it  is  to  do  nothing  but  that. 

So,  I  just  want  to  assure  you,  Mr.  Chairman,  that  we  in  the  in- 
dustry, are  taking  positive  steps  to  try  to  increase  the  availability 
of  credit  to  the  small  business  community. 

Chairman  LaFalce.  Thank  you  very  much.  You  have  heard  the 
bells  again,  so  we  have  another  vote,  and  so  I  am  not  going  to  be 
going  in  to  an  extensive  questioning  period  with  the  analyst. 

Let  me  just  make  a  few  comments.  There  are  a  few  things  we 
need  to  work  on  legislatively  this  year.  I  put  tremendous  pressure 
to  deal  with  the  environmental  liability  problem  going  way  back  to 
19 — when  did  I  start  that? 

Mr.  McKenzie.  1988. 

Chairman  LaFalce.  Did  I  start  that  in  1988?  When  we  got  the 
EPA  to  promulgate  the  Rule,  we  left  off  our  legislative  pursuits 
and,  although  the  Rule  did  not  solve  all  of  the  problems  that  apply 
to  all  the  laws  we  would  have  liked  it  to  apply  to,  it  did  apply  to 
the  fiduciary  relationship  that  existed,  etc.  But  it  solved  most  of 
the  problems  admirably  and  we  were  concerned  that  the  legislative 
effort  might  entrench  the  successes  we'd  achieved  with  the  Rule. 
Now  that  the  Rule  has  been  deemed  beyond  the  competency  of  the 
regulator  the  EPA  to  promulgate,  we  need  to  be  a  symbol — obvi- 
ously my  focus  is  on  getting  this  on  a  jurisdiction  over  that  and  it 
would  be  wonderful  if  we  could  get  the  committee  of  obvious  juris- 
diction to  consider  this  post-haste.  Either  on  an  ad  hoc  basis  or  as 
part  of  their  overall  consideration  of  other  legislation,  such  as 
CERCLA.  If  that's  the  case,  great.  If  not,  we  might  have  to  fall 
back  to  a  quasi-Garn  approach  with  intentions  for  appropriate 
banking  legislation  if  not  in  this  Congress,  surely  in  the  next  Con- 
gress. 

There  are  a  whole  slew  of  other  issues  that  we  need  to  consider, 
too.  The  premium  differential  problem  will  not  go  away.  We  must 
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deal  with  the  problems  that  it  is  causing  in  a  way  that  is  not  going 
to  create  enmity  and  warfare  between  our  different  types  of  finan- 
cial institutions.  At  some  appropriate  time,  not  this  year,  we  may 
attempt  to  play  A  mediation  role — that's  essential. 

We  need  to  examine  the  charter  of  all  our  financial  institutions. 
We  need  a  change  in  the  thrift  charter.  Your  call  for  a  change  is 
appropriate.  But  you  are  gearing  it  toward  more  and  more  commer- 
cial lending — and  away  from  the  initial  concept 

So,  we  have  to  examine  the  whole  concept,  whether  they  are  dif- 
ferent types  of  institutions.  The  competitors  of  our  traditional  insti- 
tutions are  merging  on  a  day  to  day  basis,  picking  up  considerable 
market  share,  of  the  historical  business  of  mortgage  originators.  I 
am  not  sure  what  percentage  of  the  market  thrifts  have  today  in 
comparison  with  the  percentage  of  market  they  had  20  years  ago. 
But  this  is  the  type  of  question  that  we  need  to  be  asking.  Insofar 
as  the  credit  crunch  is  concerned,  we  have  so  often  had  to  deal  with 
individuals  who  deny  the  existence  of  a  credit  crunch.  In  another 
administration,  regulators  got  to  the  point  where  they  admitted 
that  there  was  a  credit  crunch,  but  then,  a,  question  is,  to  what  ex- 
tent is  was  attributable  to  bad  banks,  b,  bad  regulators  and  c,  bad 
economy  and,  etc. 

Clearly  the  economy,  nationally,  is  emerging  nicely.  Nationally, 
though,  doesn't  mean  all  over.  We  have  regional  pockets — the 
northeast  in  particular — New  York  State  has  a  problem.  Of  course 
we  have  so  many  problems.  New  Jersey  has  a  lot  of  problems  too. 
higher  cost  of  living  problems,  etc. 

Insofar  as  the  regulators  getting  in  the  right  frame  of  mind,  I 
think  that's  happening,  but  I  don't  think  we  are  there,  yet.  What 
we  need  more  than  anything  else  in  the  world  is  balance.  Balance 
between  the  values  of  competing  concerns  of  safety,  and  soundness 
on  the  one  hand,  and  then  on  growth  on  the  other.  That  it  is  the 
job  of  regulators  and  the  job  of  financial  institutions  to  achieve 
both  simultaneously. 

The  job  of  the  Congress  is  not,  for  a  1-,  2-,  or  3-year  period,  to 
disregard  the  one  and  to  favor  the  other  because  that  pendulum 
swings  and  you  have  extremism.  What  we've  got  to  do  is  keep  that 
pendulum  in  the  middle,  balancing  these  two  competing  concerns. 
The  Congress  must  do  this,  the  President  must  do  this,  the  execu- 
tive branch  must  do  this,  the  regulators  must  do  this,  our  financial 
services  must  do  this.  If  we  do  this  we  are  going  to  do  more  to  deal 
with  problems  of  present  and  future  credit  crunches  than  anything 
else.  For  example,  with  regulation.  We  need  regulation.  It  is  abso- 
lutely essential.  We  would  run  amok  if  we  didn't  have  it.  But,  we 
run  amok  if  we  have  too  much  of  it,  too.  It  is  a  question  of  balance. 
You'll  be  hearing  a  lot  more  from  me  in  the  future  about  the  impor- 
tance of  balance  in  everything  we  do.  Peace. 

We  can  recess.  We  have  to  go  for  a  vote.  Thank  you  very  much. 

[Whereupon,  at  12:46  p.m.,  the  committee  was  adjourned,  subject 
to  the  call  of  the  chair.] 
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HON.  SAM  JOHNSON  -  TX 

SMALL  BUSINESS  FULL  COMMITTEE  HEARING 

CREDIT  AVAILABILITY  FOR  SMALL  BUSINESSES 

THANK  YOU  MR.  CHAIRMAN: 

I  WANT  TO  THANK  YOU  FOR  HOLDING  THIS  HEARING  TO 
DISCUSS  THE  STATUS  OF  THE  ADMINISTRATION'S 
REGULATORY  CHANGES  AND  THEIR  EFFECTS  ON  THE 
AVAILABILITY  OF  CREDIT  TO  SMALL  BUSINESSES. 

I  HELD  A  SMALL  BUSINESS  CONFERENCE  IN  MY  DISTRICT 
LAST  FALL  AND  CREDIT  AVAILABILITY  OR  "CREDIT 
CRUNCH"  ISSUES  WERE  ONE  OF  BUSINESS  OWNERS'  TOP 
CONCERNS.    MOST  SMALL  BUSINESSES  REALIZE  THAT  THE 
IMPACT  OF  FEDERAL  REGULATIONS  ON  THE  BANKING 
INDUSTRY  HAS  HINDERED  BANKERS  FROM  ISSUING  LOANS. 
BUSINESS  LOANS  IN  THIS  COUNTRY  ARE  AT  THEIR  LOWEST 
LEVEL  SINCE  1983.    I  BELIEVE  THIS  IS  A  DIRECT  RESULT  OF 
CONGRESSIONAL  OVERREACTION. 

SOME  ESTIMATES  SAY  OUR  NATION'S  BANKS  SPEND 
SEVERAL  BILLION  DOLLARS  PER  YEAR  COMPLYING  WITH 
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FEDERAL  REGULATIONS.    THIS  DIRECTLY  TRANSLATES  TO 
FEWER  LOANS  TO  SMALL  BUSINESSES  WANTING  TO 
EXPAND  AND  HIRE  NEW  EMPLOYEES.    REDUCING 
UNNECESSARY  FEDERAL  REGULATION  MUST  REMAIN  A 
PRIORITY  IN  OUR  EFFORTS  TO  MAKE  CREDIT  READILY 
AVAILABLE. 

I  AGREE  IN  PRINCIPLE  WITH  THE  ADMINISTRATION  ON 
REGULATORY  REFORM.    BUT,  I'M  NOT  SURE  IF  THEIR 
PROPOSAL  IS  THE  BEST  WAY  TO  GET  THERE.    WE  MUST 
NOT  IGNORE  THE  HUGE  PAPERWORK  BURDEN  OF  THE 
COMMUNITY  REINVESTMENT  ACT  AND  THE 
COUNTERPRODUCTIVE  PROVISIONS  OF  FDICIA  AND  FIRREA. 
IN  ORDER  TO  ELIMINATE  THE  CREDIT  CRUNCH,  REAL 
REFORM  MUST  BE  ATTAINED  BY  CHANGING  THESE  LAWS. 

WE  MUST  ALLOW  BANKS  TO  TAKE  RISKS  AND 
CONCENTRATE  ON  MAKING  LOANS.    CURRENTLY,  EVEN 
SMALL  BANKS  SPEND  MORE  THAN  8  HOURS  A  WEEK  JUST 
COMPLYING  WITH  FEDERAL  REGULATIONS.    I  BELIEVE  WE 
MUST  LET  THEM  DO  THEIR  JOB  WITHOUT  INTRUSIVE 
GOVERNMENT  INTERVENTION. 
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I  HOPE  TODAY  WE  CAN  FURTHER  DISCUSS  MY  CONCERNS 
AND  REACH  SOME  AGREEMENT  ON  WHAT  LAWS  NEED  TO 
BE  REFORMED  IN  ORDER  TO  ELIMINATE  THE  CREDIT 
CRUNCH. 

THANK  YOU  MR.  CHAIRMAN. 
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OPENING  STATEMENT  OF  THE  HONORABLE  JOHN  J.  LaFALCE,  CHAIRMAN, 
HOUSE  COMMITTEE  ON  SMALL  BUSINESS 

Hearing  on  the  Status  of  the  Administration's  Credit 
Availability  Proposal 
March  17,  1994 

Today  the  Committee  is  continuing  its  long-standing  inquiry 
into  the  credit  crunch  and  its  impact  on  small  business.  In 
particular,  we  are  following  up  on  hearings  held  last  year  in  which 
we  heard  testimony  from  many  of  the  witnesses  appearing  before  us 
today.  At  those  hearings,  Mr.  Newman,  Mr.  Ludwig  and  Mr.  Fiechter 
outlined  the  Administration's  Credit  Availability  Program  that  it 
had  announced  on  March  10. 

My  concern  about  credit  availability  for  small  businesses 
began  during  the  debate  on  FIRREA  in  1989.  The  draconian  approach 
taken  by  Congress  in  passing  legislation  to  deal  with  the  thrift 
crisis  sent  an  ominous  signal  to  banks  and  bank  regulators  alike. 
The  message  to  bankers  was  to  avoid  risk  and  the  message  to 
regulators  was  to  be  tough  and  assume  the  worst. 

To  make  matters  worse,  the  banking  industry  itself  was 
experiencing  very  difficult  times  in  the  late  1980s  and  early 
1990s.  Having  lost  many  of  their  best  corporate  customers  to  the 
commercial  paper  market  in  the  early  1980s,  they  had  been  forced  to 
replace  that  business  with  what  were  often  much  riskier  loans, 
leading  eventually  to  large  loan  losses  and  bank  failures. 

When  the  problems  of  the  banking  industry  were  combined  with 
the  fall-out  from  FIRREA,  the  result  was  a  major  contraction  of 
credit  -  felt  most  severely  by  the  small  business  sector.  Since 
1989,  I  have  held  several  hearings  and  a  seminar  to  look  into  the 
impact  of  the  credit  crunch  on  small  business.  Last  year,  I  held 
two  hearings  so  that  the  Committee  could  become  familiar  with  the 
Administration's  credit  availability  proposal  as  it  affected  small 
businesses . 

That  program  is  now  approximately  a  year  old.  It  is  my  hope 
that  the  testimony  today  will  give  us  some  indication  of  the  impact 
those  initiatives  have  had  on  the  lending  environment  for  small 
businesses.  The  economy  has  been  in  a  recovery  mode  for  the  past 
year  and  I  hope  we  are  also  beginning  to  see  the  results  of  that 
stronger  economy  on  bank  lending  trends . 

A  Federal  Reserve  study  published  last  December  addressed  the 
issue  of  credit  availability  for  small  businesses  and  small  farms. 
It  concluded  that  although  the  availability  of  credit  for  small 
businesses  appears  to  have  eased  a  bit  in  1993,  banks  are  still 
cautious  and  have  maintained  interest  rates  on  small  business  loans 
at  high  spreads  over  market  interest  rates.  The  study  notes  that 
many  borrowers  continue  to  focus  on  balance  sheet  restructuring  and 
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rebuilding  their  capital  positions. 

As  the  Federal  Reserve  study  points  out,  a  strong  stock  market 
and  low  interest  rates  during  1993  produced  a  positive  environment 
for  medium-sized  and  larger  firms  to  issue  equity  and  debt,  using 
proceeds  to  repay  bank  loans  or  refinance  higher  yield  debt. 
Unfortunately,  most  small  businesses  do  not  have  this  option  and 
remain  dependent  on  bank  loans  for  their  financing.  Thus,  to  the 
degree  banks  remain  overly  cautious,  their  policies  impede  small 
business  growth  and  development . 

The  Federal  Reserve's  January  1994  Senior  Loan  Officer  Survey 
shows  some  hopeful  signs.  It  indicates  that  more  banks  are 
reporting  easing  of  credit  standards  for  small  businesses  than  in 
previous  surveys.  Also,  lending  terms  continue  to  ease  for  firms 
of  all  sizes,  although  with  more  easing  for  large  and  middle-market 
firms  than  for  small  businesses.  This  trend  toward  easing  of 
credit  terms  is  apparently  attributable  to  bankers  having  a  more 
favorable  economic  outlook,  as  well  as  to  banks'  improved  capital 
positions . 

While  this  data  is  mildly  encouraging,  it  certainly  does  not 
represent  a  dramatic  improvement  in  lending  for  small  businesses. 
Clearly,  more  needs  to  be  done,  and  that  may  require  changes  in 
laws,  not  just  regulations. 

I  believe  the  Administration's  credit  availability  initiatives 
of  last  year  were  effective  in  sending  a  clear  signal  to  bankers 
and  examiners  about  the  crucial  need  to  extend  credit-  to  small  and 
medium-sized  businesses.  Nevertheless,  I  continue  to  believe  that 
the  problems  in  our  banking  industry  are  much  more  fundamental. 

We  cannot  expect  a  crippled  industry  to  perform  as  a  healthy 
and  vigorous  one  might.  We  must  begin  by  facing  the  reality  that 
our  banking  industry  is  in  a  state  of  secular  decline.  The  recent 
protracted  credit  crunch  is  simply  one  installment  of  the  price  we 
will  pay  if  we  allow  this  decline  to  continue. 

One  fundamental  problem  is  the  narrowness  of  the  banking 
charter.  That  charter  is  overly  restrictive  in  comparison  to  both 
the  wide  array  of  financing  options  available  in  the  market  and  the 
changing  shape  of  consumer  needs.  The  result  is  that  banking  has 
become  a  much  riskier  business  as  banks  have  concentrated  their 
portfolios  in  certain  types  of  loans. 

Furthermore,  banking  has  become  a  business  incapable  of 
adequately  responding  to  customer  demands.  Corporations  would  be 
much  better  served  if  they  could  deal  with  a  single  financial 
institution  that  would  be  able  to  offer  a  full  array  of  financing 
options  -  loans,  commercial  paper,  long-term  debt  securities,  and 
equity  securities.    An  individual  would  certainly  welcome  the 
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convenience  of  purchasing  insurance  and  mutual  funds  at  a  single 
financial  institution  rather  than  being  required  to  shop  for  these 
products  separately. 

Unless  our  banking  charter  is  expanded,  credit  availability 
problems  and  safety  and  soundness  concerns  may  well  reemerge  in  the 
future. 

If  we  are  to  ever  resolve  our  credit  availability  problems  in 
a  fundamental  sense,  we  must  address  the  basic  problem  of  the 
adequacy  of  our  banking  charter.  In  order  to  make  credit  available 
to  a  full  range  of  customers  including  small  businesses,  our  banks 
must  be  sufficiently  diversified  -  geographically  and  across 
product  lines  -  to  be  profitable  and  avoid  losses.  During  the 
1980s,  our  banks  were  prevented  by  law  from  attaining  such 
diversification  -  and  the  results  were  disastrous. 

Our  economy  cannot  afford  to  suffer  through  another  period 
when  credit  evaporates  as  banks  recover  from  the  trauma  of  their 
latest  loan  losses.  Although  the  banking  industry  has  stabilized 
impressively  over  the  past  year,  this  has  been  in  large  part  a 
function  of  low  interest  rates.  We  shouldn't  be  lulled  into  a 
false  sense  of  security  that  the  problems  of  the  banking  industry 
are  over . 

I  know  that  all  the  bank  regulators  share  my  concerns  about 
the  adequacy  of  our  banking  charter  and  I  would  hope  that  in  the 
future  we  can  make  progress  in  addressing  that  issue.  Today,  I 
would  welcome  your  testimony  on  the  impact  of  the  Administration's 
credit  availability  initiatives  and  the  general  trends  in  bank 
lending. 
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STATEMENT  OF 

U.S.  REP.  JAN  MEYERS 

COMMITTEE  ON  SMALL  BUSINESS 

HEARING  CREDIT  REFORM  PROPOSALS 


Mr.  Chairman, 

Thank  you  for  calling  this  hearing  to  follow  up  on  the 
Administration's  efforts  to  improve  credit  availability  to  our 
Nation's  small  businesses.   A  year  ago   President  Clinton 
unveiled  his  plan  to  ease  regulatory  and  administrative  burdens 
on  the  financial  industry.   In  particular  we  were  told  about 
plans  to  encourage  lending  by  reducing  documentation  for  small 
business  loans  and  reducing  the  need  for  costly  appraisals  on 
real  estate  backed  business  loans.   I  am  interested  in  hearing 
what  progress  the  agencies  have  made  in  these  efforts  and  whether 
any  real  benefit  has  accrued  to  the  small  business  community. 

I  am  concerned  to  learn  that  only  a  few  lending  institutions 
found  the  lower  documentation  requirements  useful  and  that  the 
new  appraisal  requirements  were  only  recently  adopted.   It  seems 
that  these  much  touted  changes  have  had  little  effect  on  the 
lending  environment . 

With  that  in  mind,  I  hope  that  the  current  upswing  in  the 
economy  will  not  encourage  complacency  in  the  agencies.   The 
economy  is  carrying  on  the  recovery  that  began  during  the  Bush 
Administration  and  any  failure  to  carry  through  with  reform  of 
the  regulatory  environment  surrounding  our  lending  institutions 
could  have  serious  negative  effects.   Lending  has  increased  and 
will  continue  to  increase  but  I  believe  it  will  be  more  affected 
by  changes  in  regulatory  attitude  than  by  regulatory  gimmickry. 

The  changes  I  see  have  had  much  to  do  with  a  change  in 
attitude.   Regulators  are  realizing  that  risk  is  not  a  dirty 
word.   Lending  must  contain  some  risk  and  sm.all  business  lending 
most  of  all,  but  that  risk  can  be  tempered  by  the  knowledge  and 
experience  of  the  lender.   Regulators  are  again  recognizing  the 
value  of  judgment,  something  that  doesn't  always  appear  on  a 
balance  sheet . 

Mr.  Chairman,  I  look  forward  to  hearing  from  our  witnesses 
on  the  past  year's  efforts.   I  hope  they  will  tell  us  more  about 
their  efforts  to  produce  a  sound'  but  lender  friendly,  and 
consequently  small  business  friendly,  regulatory  environment. 
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STATEMENT  OF  CONGRESSMAN  JIM  RAMSTAD 
BEFORE  THE  SMALL  BUSINESS  COMMITTEE 

March  17,  1994 

Credit  Availibility  Initiatives 

Mr.  Chairman,  I  welcome  the  opportunity  to  discuss  the  critical  issue  of  credit  availability 
for  small  businesses  with  this  morning's  distinguished  witnesses. 

As  a  member  of  both  the  Small  Business  and  Joint  Economic  Committees,  I  am  keenly 
aware  of  the  importance  of  small  businesses  to  our  economy  --  and  the  problems  they  have 
faced  in  recent  years  gaining  access  to  credit. 

The  effect  of  tight  credit  is  particularly  hard  on  small  businesses,  which,  unlike  larger 
companies,  do  not  have  easy  access  to  debt  and  equity  markets.    Because  they  have  no 
alternative  financing  avenue,  when  small  businesses  face  tight  credit,  the  result  is  devastating 
to  the  entire  economy. 

Small  businesses,  as  we  all  know,  are  the  real  engine  of  job  growth  in  our  economy.    In 
recent  years,  85%  of  all  new  jobs  in  this  country  were  created  by  small  businesses,  and  in 
fact  between  1988  and  1990,  small  businesses  created  all  of  the  net  new  jobs  in  this  country, 
according  to  the  Small  Business  Administration  (SBA). 

I  am  very  interested  to  hear  the  bankers  on  today's  panel  discuss  their  perception  of  the 
impact  of  President  Clinton's  efforts  to  ease  the  credit  crunch. 

I  am  very  pleased  to  have  all  the  panelists  here  this  morning  to  discuss  this  important  issue. 
I  am  hopeful  their  insights  will  assist  us  in  our  pursuit  to  ease  the  small  business  credit 
crunch. 
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INTRODUCTION 

Good  morning  Mr.  Chairman  and  members  of  the  Committee.   I 
am  pleased  to  be  here  today  to  discuss  the  Office  of  Thrift 
Supervision's  (OTS)  participation  in  the  Administration's  Credit 
Availability  Program,  a  program  of  regulatory  and  administrative 
changes  to  stimulate  bank  and  thrift  lending  to  small-  and 
medium-sized  businesses. 

I  will  briefly  review  the  traditional  role  of  the  thrift 
industry  and  then  discuss  initiatives  undertaken  by  the  OTS  in 
coordination  with  the  other  Federal  bank  regulatory  agencies  to 
implement  the  Administration's  Program. 

THE  THRIFT  INDUSTRY'S  ROLE  IN  PROVIDING  CREDIT 

Savings  associations  and  savings  banks  are  consumer-based 
lending  institutions  with  a  statutory  emphasis  on  housing  and 
consumer  finance.   Thrift  institutions  are  fulfilling  this 
purpose . 

The  thrift  industry  today  is  smaller,  but  much  healthier 
than  it  was  during  the  1980s.   At  the  end  of  1993,  OTS 
supervised  approximately  1700  thrift  institutions  with 
$775  billion  in  assets. 

Unlike  the  banking  industry,  the  components  of  the  thrift 
balance  sheets  have  changed  very  little  over  the  last  five 
years.   As  of  December  31,  1993,  thrifts  had  approximately 
$563  billion  --  more  than  72  percent  of  their  assets  —  in 
residential  housing-related  finance  and  consumer  loans.   This 
percentage  has  been  remarkably  constant  over  the  years.   Also, 
thrifts  have  maintained  a  high  loan-to-deposit  ratio  — 
currently,  it  is  over  81  percent. 

The  typical  thrift  institution  is  not  an  active  business 
lender.   This  is  due,  in  part,  to  statutory  constraints.   The 
"Qualified  Thrift  Lender"  test  requires  a  significant  percentage 
of  thrifts'  portfolios  to  be  invested  in  residential  housing 
assets.   In  addition,  the  statute  limits  the  amount  of  business 
loans  thrifts  can  make  to  10  percent  of  assets.   Thrift 
institutions  wishing  to  become  more  active  business  lenders  are 
required  to  change  charters. 

THRIFT  INDUSTRY  LENDING  ACTIVITY 

The  thrift  industry  has  concentrated  its  lending  activities 
primarily  in  home  mortgage  and  consumer  finance,  and  has  scaled 
back  its  construction  lending. 

Non-residential  construction  loans  by  thrift  institutions 
have  decreased  from  over  $6  billion  in  1988  to  only  $1.2  billion 
in  December  1993.   Similarly,  for  multi-family  housing 
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construction  loans,  outstanding  loans  have  decreased  from  over 
$4.5  billion  in  1988  to  $1.3  billion  in  December  1993.   Only  in 
the  single-family  area  has  construction  lending  maintained  its 
1988  level,  around  $10.2  billion. 

These  decreases  in  the  amount  of  non-residential  and 
multi-family  construction  loans  are  a  consequence  of  two 
factors.   First,  industry  assets  have  declined  by  over 
$500  billion  since  1988.   Second,  the  remaining  thrift 
institutions  have  much  more  traditional  balance  sheets  with  an 
emphasis  on  home  lending. 

In  the  last  year,  thrifts  have  slightly  increased  their 
holdings  of  multi-family  construction  loans.   We  will  soon 
publish  a  final  rule  that  revises  our  risk-based  capital  rule's 
treatment  of  certain  multi-family  home  loans  by  lowering  the 
risk-based  capital  requirement  for  loans  that  meet  certain 
underwriting  standards.   This  action  should  encourage  additional 
multi-family  housing  lending. 

THE  ADMINISTRATION'S  CREDIT  AVAILABILITY  PROGRAM 

Given  the  importance  to  our  economy  of  a  vibrant  housing 
market  —  including  multi-family  housing,  which  comprises  much 
of  the  nation's  affordable  housing  stock  —  the  GTS  has  worked 
to  identify  and  remove  impediments  to  credit  availability.   We 
have  coordinated  our  efforts  with  those  of  the  other  Federal 
bank  regulatory  agencies  because  some  regulatory  initiatives  — 
such  as  those  related  to  real  estate  appraisal  requirements  — 
can  benefit  both  business  and  residential  borrowers. 

On  March  10  of  last  year,  the  OTS  and  the  other  bank 
regulatory  agencies  announced  the  Credit  Availability  Program. 
Our  goal  was  to  encourage  lending,  particularly  to  small-  and 
medium-sized  businesses,  including  those  in  low-  and 
moderate-income  areas.   This  initiative  came  in  response  to  an 
announcement  from  the  President  to  spur  economic  growth. 
Because  economic  growth,  particularly  job  growth,  is  fueled 
primarily  by  small-  and  medium-sized  businesses,  credit 
availability  to  those  borrowers  is  especially  important. 

The  Program  focused  on  five  areas: 

o     lending  to  small-  and  medium-sized  businesses; 

o    real  estate  lending  and  appraisal  requirements; 

o     appeals  of  examination  decisions  and  complaint 
handling; 

o    examination  processes  and  procedures;  and, 

o     paperwork  and  regulatory  burden 
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I  would  like  to  summarize  the  major  actions  we  have  taken 
in  these  areas  to  date  and  then  describe  some  further 
initiatives  we  support. 

Loan  Documentation  Policy  Statement 

The  first  initiative  the  agencies  undertook  to  address 
credit  availability  concerns  was  the  "Interagency  Policy 
Statement  on  Loan  Documentation"  released  on  March  30,  1993. 
This  Policy  Statement  allows  well-run,  adequately  capitalized 
banks  and  thrifts  to  create  a  "basket"  of  loans  that  will  be 
evaluated  solely  on  performance  and  will  be  exempt  from  examiner 
criticism  of  documentation. 

The  purpose  of  this  Policy  Statement  is  to  encourage  banks 
and  thrifts  to  make  loans  to  small-  and  medium-sized  businesses 
without  worrying  whether  examiners  would  second-guess  their 
lending  decisions  on  purely  technical  grounds.   Because  thrifts 
are  required  to  concentrate  in  housing-related  lending,  they 
have  made  very  limited  use  of  this  authority.   Notwithstanding 
this,  we  are  committed  to  encouraging  business  lending 
consistent  with  the  thrift  industry's  statutory  mission. 

National  Examiners  Conference 

Second,  in  May,  OTS  held  a  National  Examiners  Conference  in 
Dallas.   Approximately  250  senior  OTS  examiners  and  field 
managers  met  to  discuss  OTS's  role  in  regulating  a  healthy 
thrift  industry.   A  specific  theme  throughout  the  conference  was 
how  the  examiners'  role  is  changing  in  the  context  of  an 
improving  thrift  industry.   The  major  topics  discussed  included 
implementing  the  Credit  Availability  Program  in  a  safe  and  sound 
manner,  community  reinvestment,  and  affordable  housing. 

Real  Estate  Appraisal  Revisions 

Third,  on  June  4,  the  OTS,  in  conjunction  with  the  other 
agencies,  issued  a  proposal  to  revise  our  appraisal  rule 
requirements.   We  undertook  this  action  in  response  to  concerns 
that  the  current  rule  may  have  stifled  lending,  particularly  to 
small-  and  medium-sized  businesses.   Three  of  the  proposed 
changes  were  specifically  designed  to  foster  real  estate-secured 
business  lending. 

First,  we  proposed  to  revise  the  appraisal  rule's 
"abundance  of  caution"  exemption  from  the  requirement  to  obtain 
a  formal  appraisal  for  transactions  in  which  real  estate  is 
taken  as  additional  collateral  for  a  loan  that  is  well  supported 
by  income  or  other  collateral  of  the  borrower.   Under  our 
current  rule,  this  exemption  is  available  only  for  a  very 
limited  number  of  transactions.   The  proposed  rule  would  allow 
banks  and  thrifts  to  apply  the  "abundance  of  caution"  exemption 
to  a  broader  range  of  transactions. 
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Second,  a  business  loan  exemption  was  proposed  that  would 
allow  banks  and  thrifts  to  take  real  estate  as  security  on  a 
loan  of  $1  million  or  less  to  a  small-  or  medium-sized  business 
without  getting  an  appraisal  when  the  primary  source  of 
repayment  for  the  loan  does  not  depend  on  the  sale  of,  or  rental 
income  from,  real  estate.   We  expect  that  this  exemption  would 
benefit  small-  and  medium-sized  business  borrowers  primarily  by 
reducing  the  cost  and  time  to  obtain  real  estate-secured 
business  loans. 

Finally,  it  was  proposed  that  formal  appraisals  be  required 
only  when  the  real  estate  secured  loan  exceeded  $250,000,  rather 
than  the  current  $100,000  threshold.   This  proposal  could  also 
reduce  the  cost  and  time  for  the  majority  of  small  business 
loans,  since  most  real  estate-secured  business  loans  are  under 
$250,000. 


The  agencies  remain  committed  to  modifying  appraisal 
irements  in  ways  that  facilitate  credit  availability  wi 


requirements  in  way 
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adversely  affecting  safety  and  soundness.   We  expect  to  issue 
final  revisions  to  our  appraisal  rules  later  this  year. 

Reduction  of  Regulatory  Burden 

The  fourth  major  initiative  the  agencies  undertook  as  part 
of  the  Credit  Availability  Program  was  a  series  of  Policy 
Statements  issued  on  June  10,  1993.   These  Policy  Statements 
covered  a  wide  range  of  issues,  including  accounting  issues 
related  to  "in-substance  foreclosure"  loans,  nonaccrual  loans, 
and  financed  sales  of  real  estate  owned  by  banks  and  thrifts. 
The  goal  of  these  statements  was  to  reduce  regulatory 
requirements  to  facilitate  credit  availability  without  impinging 
on  safety  and  soundness.   These  changes  should  make  it  easier 
for  banks  and  thrifts  to  work  with  borrowers  to  see  them  through 
temporary  difficulties  and  to  sell  real  estate  the  institutions 
have  taken  in  foreclosures. 

Examination  Oversight 

The  fifth  major  initiative  undertaken  by  the  OTS  was  our 
creation  of  the  Examination  Oversight  Program,  announced  on 
July  16,  1993.   Our  objective  is  to  identify  examination  areas 
that  can  be  improved  through  additional  examiner  training, 
revision  to  our  policies  and  procedures,  or  changing  the  way  we 
present  our  findings  to  the  institution.   Our  approach  is  to  be 
proactive.   We  initiate  meetings  with  institutions  to  discuss 
recent  examinations  and  to  get  feedback  on  what  problems  they 
might  have  encountered.   We  appointed  senior  staff  in  each  of 
our  five  regions  to  visit  thrifts  on  a  regular  basis  to  discuss 
examination  procedures  and  results  with  thrift  management. 
These  individuals  are  also  charged  with  reviewing  our  reports  of 
examination  for  content,  perspective,  uniformity,  tone  and 
conformance  with  national  policy. 
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This  program  has  been  extremely  well-received  and,  from  our 
perspective,  very  successful.   We  have  gained  useful  insights 
and  feedback  from  thrift  managers,  resulting  in  modifications  to 
our  examination  procedures.   These  changes  are  intended  to  make 
our  examination  reports  more  understandable  to  their  most 
important  readers  —  the  institutions'  boards  of  directors.   I 
believe  this  program  will  help  to  create  an  environment  where 
thrifts  are  focused  more  on  making  appropriate  lending  decisions 
and  less  on  defending  those  decisions  to  the  regulators  during 
an  examination. 

We  also  initiated  and  participated  in  a  series  of  town 
meetings  with  thrift  managers,  elected  officials  and  the  public 
for  the  purpose  of  improving  communications  between  OTS  and 
these  interested  parties. 

As  I  mentioned  earlier,  one  of  the  major  focuses  of  the 
Credit  Availability  Program  is  to  ensure  that  thrift  management 
has  a  clear  understanding  of  our  policies  and  a  clear  avenue  of 
appeal  if  they  believe  that  our  examiners  are  not  implementing 
national  policy  appropriately.   OTS  has  established  clear 
procedures  for  thrift  managers  to  use  to  resolve  any  disputes 
that  arise  during  or  as  a  result  of  an  examination.   Appeals 
filed  under  the  Supervisory  Review  Process  are  analyzed  by 
experienced  regulators  based  in  Washington,  and  the  decisions 
are  made  by  the  Deputy  Director  for  Regional  Operations,  OTS's 
senior  executive  for  its  examination  function. 

OTS  has  committed  a  substantial  number  of  its  senior  level 
regulatory  staff  to  the  Examination  Oversight  Program  and  the 
examination  appeal  process.   With  these  two  efforts,  we  hope  to 
reduce  substantially  any  possibility  that  credit  will  be 
constricted  because  our  policies  have  not  been  clearly 
communicated  to  the  industry. 

OTHER  INITIATIVES  TO  INCREASE  CREDIT  AVAILABILITY 

We  recognize  that  there  may  be  unmet  credit  needs, 
particularly  to  small  businesses  and  for  non-residential 
mortgage  loans.   There  are  three  initiatives  that  OTS  supports 
to  address  these  needs.   They  are: 

o     refocusing  the  Community  Reinvestment  Act  (CRA) 
regulations; 

o    expansion  of  thrifts'  commercial  lending  authority; 
and, 

o     expansion  of  the  authority  to  make  capital  investments 
in  undercapitalized  or  minority-owned  thrifts. 

First,  the  agencies  are  working  to  revise  the  regulations 
that  implement  the  CRA.   Our  goal  is  to  provide  institutions 
with  a  better  understanding  of  what  is  expected  of  them  and  how 
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we  will  assess  their  performance.   Our  objective  is  to  stimulate 
the  availability  of  credit,  particularly  in  credit-needy  areas, 
because  banks  and  thrifts  will  be  encouraged  to  increase  the 
attention  and  energy  they  spend  on  actually  making  loans  and 
investments,  rather  than  devoting  a  disproportionate  amount  of 
these  resources  to  the  documentation  of  the  CRA  process. 

Second,  as  I  noted  earlier,  thrifts  are  not  significantly 
involved  in  commercial  lending  activities.   While  there  are  a 
number  of  reasons  for  this  —  including  their  traditional  role 
as  residential  mortgage  lenders  and  the  "Qualified  Thrift 
Lender"  test  —  some  thrifts  have  indicated  that  the  current 
10  percent  of  assets  limit  on  commercial  loans  acts  as  a 
disincentive  to  make  any  business  loans.   From  their 
perspective,  a  large  volume  of  commercial  lending  is  necessary 
to  make  it  economically  worthwhile  to  invest  in  the  staffing  and 
other  resources  required  to  be  successful  commercial  lenders. 

It  may,  therefore,  be  useful  to  consider  increasing  the 
commercial  lending  authority  of  savings  associations.   This 
action  would  enable  savings  associations  to  make  more  loans  to 
small-  and  medium-sized  businesses,  thereby  enhancing  their  role 
as  community-based  lenders  and  furthering  the  principal  goal  of 
the  Administration's  Credit  Availability  Program. 

For  example,  a  five  percentage  point  increase  in  thrifts' 
commercial  lending  authority  would  not  pose  safety  and  soundness 
concerns.   Our  experience  is  that  associations  have  used  the 
current  commercial  lending  authority  in  a  prudent  fashion. 
Moreover,  commercial  lending  is  subject  to  other  constraints. 
The  most  important  of  these  is  the  "loans  to  one  borrower" 
regulation,  which  limits  the  exposure  of  the  thrift  to  any 
single  borrower.   This  limitation  effectively  requires  a  thrift 
to  diversify  its  assets  and,  therefore,  limits  any  potential 
risk  from  expanded  commercial  lending. 

A  third  area  to  consider  is  an  expansion  of  the  authority 
of  well-capitalized  savings  and  loan  holding  companies  to  make 
noncontrolling  investments  in  minority-owned  thrifts,  thrifts 
located  in  economically  distressed  areas,  or  undercapitalized 
thrifts  under  the  Qualified  Stock  Issuance  (QSI)  provisions  of 
the  Home  Owners'  Loan  Act.   The  objective  would  be  to  facilitate 
industry  investments  in,  and  support  for,  these  thrifts,  that. in 
many  cases  are  well-positioned  in  their  communities  to  make 
additional  loans. 

Currently,  a  thrift  holding  company  is  authorized  to 
acquire  up  to  15  percent  of  the  stock  of  undercapitalized  thrift 
or  holding  company  to  improve  its  capital  position.   We  believe 
that  including  minority-owned  thrifts  and  thrifts  located  in 
economically  distressed  areas  would  encourage  investment  in,  and 
improve  the  capital  position  of,  such  thrifts.   Similarly, 
increasing  the  percentage  of  stock  allowed  would  increase  the 
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amount  of  capital  available  through  QSis,  and  improve  the 
capital  position  of  eligible  institutions.   Improving  the 
capitalization  of  these  thrifts  would  enable  them  to  increase 
their  lending. 

All  three  of  these  initiatives  would  contribute  to  the 
promotion  of  local,  community-based  lenders.   CRA  reform  should 
result  in  both  a  more  efficient  lending  process  and  encourage 
more  lending  to  underserved  areas.   An  increase  in  the 
commercial  lending  authority  should  help  small  businesses  get 
additional  access  to  credit,  particularly  in  smaller  towns  where 
the  only  financial  institution  may  be  a  local  thrift.   Finally, 
to  the  extent  we  already  have  institutions  located  in  areas  with 
unmet  credit  needs,  expansion  of  the  QSI  authority  would  enable 
institutions  outside  of  those  areas  to  contribute  to  meeting 
those  needs. 

SUCCESS  OF  INITIATIVES 

The  cumulative  effect  of  the  Administration's  initiatives, 
in  my  opinion,  has  been  to  create  a  regulatory  atmosphere  more 
conducive  to  lending.   Although  it  is  not  possible  to 
demonstrate  a  cause-and-ef feet  relationship  between  lending 
activity  and  any  particular  aspect  of  the  Program,  we  believe 
that  thrifts  have  received  our  message. 

In  the  last  year,  thrifts  in  operation  today  have  increased 
their  lending  for  certain  types  of  loans.   Lending  for  single- 
family  construction  loans  has  increased  from  $8.5  billion  at  the 
end  of  1992  to  almost  $10.2  billion  in  December  1993,  a 
20  percent  increase.   In  the  multi-family  construction  area, 
thrifts'  holdings  have  increased  from  $1.2  billion  to 
$1.3  billion  in  the  last  year,  an  increase  of  nearly  10  percent. 
The  increase  in  lending  for  single-family  construction  is 
particularly  noteworthy,  as  many  of  these  borrowers  are  likely 
to  be  small  businesses. 

INFORMATION  ON  SHALL  BUSINESS  LENDING 

In  your  letter  of  invitation,  Mr.  Chairman,  you  requested 
comment  on  the  adequacy  of  the  information  required  in  reports 
to  the  agencies  on  small  business  lending.   Starting  in 
June  1993,  we  initiated  the  collection  of  information  on  small 
loans  to  businesses  and  farms,  requesting  institutions  to  report 
the  number  and  dollar  amount  of  these  loans.   This  information 
on  small  business  loans  will  continue  to  be  collected  on  an 
annual  basis,  so  that  we  can  track  and  assess  the  level  of  bank 
and  thrift  lending.   I  would  note,  however,  that  because  of  the 
housing  orientation  of  the  thrift  charter,  most  small  business 
lending  by  thrifts  takes  the  form  of  housing  construction  loans, 
which  are  reported  separately. 
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CONCLUSION 

Thrifts  are  continuing  to  fulfill  their  primary  role  as 
providers  of  residential  housing  and  consumer  loans.   Our  credit 
availability  efforts  will  help  to  ensure  that  they  continue  in 
this  role.   Further  consideration  in  areas  such  as  an  expanded 
thrift  commercial  lending  authority  and  an  expansion  of  the  QSI 
provisions,  will  also  help  to  ensure  that  creditworthy 
borrowers,  particularly  small-  and  medium-sized  business,  have 
sufficient  sources  of  funds. 

Thank  you  for  the  opportunity  to  discuss  the  thrift 
industry  and  the  Credit  Availability  Program.   I  would  be 
pleased  to  answer  any  questions  you  have. 
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^  Office  of  Thrift  Supervision 

?|     Department  of  the  Treasury 


1700G  Street.  N.W  ,  Washitigton.  DC    20552  •  (202)  906-6590 


May    12,    1994 


The  Honorable  Richard  H.  Baker 

United  States  House  of  Representatives 

Washington,  DC  20515 

Dear  Congressman  Baker: 

During  my  appearance  before  the  Committee  on  Small  Business 
on  March  17,  1994,  you  asked  for  posthearing  comments  on  the 
advisability  of  continuing  the  qualified  thrift  lender  (QTL) 
examination  for  thrifts  and  the  advisability  of  modernizing  the 
Federal  Home  Loan  Bank  System  (FHLBS)  to  allow  equal  membership 
participation  between  banks  and  thrifts. 

While  the  Office  of  Thrift  Supervision  (OTS)  supports  your 
efforts  to  modernize  the  FHLBS,  we  believe,  as  you  do,  that 
there  is  a  need  for  a  broader,  comprehensive  review  of  the  role 
of  thrift  institutions  in  the  financial  system.   This  would 
include  a  review  of  the  role  of  the  FHLBS,  which  was  initially 
created  to  support  the  thrift  industry.   We  believe  that  there 
is  a  need  to  assess  the  problems  in  the  thrift  industry  as  a 
whole  because  the  desired  "level  playing  field"  will  never  be 
achieved  by  piecemeal  legislation. 

The  primary  purpose  of  thrift  institutions  is  to  be 
consumer-based  lenders  with  a  statutory  emphasis  on  housing  and 
consumer  finance.   A  smaller,  safer  and  sounder  thrift  industry 
is  fulfilling  this  mission.   The  thrift  industry  is,  however, 
burdened  with  continuing  Resolution  Funding  Corporation  payments 
(that  are  legislatively  required  for  the  next  25  years) , 
mandatory  contributions  for  the  affordable  housing  program,  and 
the  Savings  Association  Insurance  Fund's  required  debt  service 
payments  on  the  Financing  Corporation  bonds  (until  the  year 
2019) .   Until  these  burdens  are  relieved  or  offset  by  some 
benefits,  the  thrift  industry  will  not  be  able  to  compete  fairly 
in  the  arena  of  regulated  financial  institutions.   Thrifts' 
preferred  status  in  the  FHLBS  is  one  of  the  few  advantages  that 
thrifts  currently  have  and  we  are  concerned  about  the 
elimination  of  this  benefit  without  addressing  these  other 
issues. 
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Because  a  healthy  housing  market  is  of  great  importance  to 
the  U.S.  economy,  we  believe  that  there  remains  a  need  for 
institutions  that  focus  on  low-risk  residential  mortgages  that 
encourage  and  promote  home  ownership.   To  this  end,  we  recommend 
that  the  Congress  pursue  a  fuller,  more  comprehensive  review  of 
the  thrift  industry,  rather  than  just  reworking  the  FHLBS. 

I  hope  that  this  information  is  helpful  to  you  and  your 
colleagues  on  the  Committee.   Please  feel  free  to  contact  me  if 
you  have  any  questions. 


Sincerely, 


yr\*^ 


X__  /  \cL{^ 


Jonathan  L.  Fiechter 
Acting  Director 
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Office  of  Thrift  Supervision 

^1     Department  of  the  Treasury 


ITOOGSircei.N  W.  Washrngton.  DC    20552  •  (202)906-6590 


April   7,    1994 


The  Honorable  Sam  Johnson 

United  States  House  of  Representatives 

Washington,  DC  20515 

Dear  Congressman  Johnson: 

During,  ray  appearance  before  the  Committee  on  Small  Business  March  17, 
1994,  I  agreed  to  send  you  evidence  of  our  agency's  changes  in  regulation 
that  simplify  procedures  and  promote  credit  availability. 

I  specifically  mentioned  one  effort,  completed  in  mid-1992,  when  the 
Office  of  Thrift  Supervision  made  these  kinds  of  changes  to  ten  of  its 
rules.   Enclosed  is  brief  description  of  that  initiative. 

I  trust  this  information  is  helpful  to  you  and  your  colleagues  on  the 
Committee.   Please  feel  free  to  contact  me  if  you  have  any  questions. 


Sincerely, 

^4.  /  /-tc/LCl 


Snathan  L.  Fiechter 
Acting  Director 


Enclosure 
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OTS  ISSUES  UNPRECEDENTED  NUMBER  OF  FINAL  AND  PROPOSED  RULES 

The  Office  of  Thrift  Supervision  (OTS)  today  is 
releasing  an  unprecendented  number ,  10,  of  new  final  and 
proposed  regulations  intended  to  relieve  unnecessary 
regulatory  burden  on  the  thrift  industry  and  promote  lending 
to  spur  economic  growth. 

This  regulatory  action  is  part  of  the  Bush 
Administration's  program  to  ensure  sensible  regulation.  The 
President  in  his  State  of  the  Union  Message  called  upon  the 
regulatory  agencies  to  accelerate  their  efforts  to  eliminate 
any  unnecessary  regulatory  burden,  ease  the  credit  crunch  and 
promote  economic  growth. 

The  essential  purposes  of  the  group  of  regulations 
issued  today  are  to: 

o  Spur  competition  among  thrift  institutions  and  make 
more  credit  available  by  liberalizing  interstate 
branching ; 

o  Enhance  home  construction  lending; 

o  Simplify  applications  procedures  and  financial 
reporting  requirements. 


The  Office  of  Thrift  Supervision 
Public  Affairs  202/906-6677 

April  2,  1992 
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RgGUIATIOHS  CONrORMING  TO  OTHKH  AGKHCIES 

APPRAISAL  RULE   (FINAL) 

Raises  minimum  from  $50,000  to  $100,000 
Appraisals  cost  on  average  $200  each 

MONTHLY  THRIFT  FINANCIAL  REPORT   (FINAL,  BUT  NOT  A  REGULATION) 

Effective  Jan.  1,  1993 

Reduces  thrift  costs  $4  million;  GTS  costs  by  $500,000 

FIDELITY  BOND  COVERAGE   (FINAL) 

Requires  thrifts  to  obtain  same  level  of  coverage  as 

banks; 

Previously,  thrifts  had  higher  standards,  but  at 

prohibitive  expense 

BRIDGE  LOANS   (FINAL) 

Adopts  a  rule  that  banking  agencies  have  proposed; 
OTS  to  work  with  other  agencies  to  bring  final  rules 
into  conformance  with  each  other. 

INTANGIBLES   (PROPOSED) 

Maintains  PMSR  rule;  adds  purchased  credit  card 
receivables;  eliminates  core  deposit  intangibles  going 
forward 

OPERATING  SUBSIDIARIES   (PROPOSED) 

Allows  thrifts  to  move  activities  to  separate 

subsidiary; 

does  not  expand  range  of  permissible  activities; 

national  banks  have  had  authority  for  years 

INSIDER  TRANSACTIONS   (PROPOSED) 

Brings  OTS  rules  into  conformance  with  Federal  Reserve 
insider  transactions  rules  and  FDIC  proposal  on 
insider  conflicts 

EXCLUSIVE  LEASES   (PROPOSED) 

Removes  20-year-old  rule  limiting  leasing  arrangements 
with  shopping  centers;  no  similar  rule  for  banking 
agencies 
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RDLKS  UWIQDK  TO  OTS 

APPLICATIONS   (FINAL) 

Streamlines  applications  process;  for  healthy  thrifts 
substitutes  notice  requirements  for  applications 

NATIONWIDE  BRANCHING   (PINAL) 

Applies  to  all  federal  thrifts. 


77-604  95-3 
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Testimony  of 
ALAN  M.  GAYLE 

on  behalf  of 

THE  AMERICAN  BANKERS  ASSOCIATION 

presented  to  the 

COMMITTEE  ON  SMALL  BUSINESS 
UNITED  STATES  HOUSE  OF  REPRESENTATIVES 

March  17,  1994 
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Testimony  of  Alan  M.  Gayle 

on  behalf  of 

The  American  Bankers  Association 

presented  to  the 

House  Comminee  on  Small  Business 

March  17,  1994 


Mr.  Chairman  and  members  of  the  Committee,  I  am  Alan  M.  Gayle,  Senior  Vice 
President  for  Investments  at  Crestar  Bank  in  Richmond,  Virginia.    I  am  also  Vice- 
Chairman  of  the  American  Bankers  Association's  Economic  Advisory  Committee  (EAC), 
a  group  of  eleven  bank  economists  from  around  the  nation  who  meet  quarterly  to  discuss 
the  economic  outlook  and  policy  issues  affecting  bank  operations.   The  American  Bankers 
Association  (ABA)  is  the  only  national  trade  and  professional  association  serving  the  entire 
banking  community,  from  small  community  banks  to  large  bank  holding  companies. 
ABA  members  represent  approximately  90  percent  of  the  commercial  banking  industry's 
total  assets,  and  about  94  percent  of  ABA  members  are  community  banks  with  assets  of 
less  than  $500  million. 

Mr.  Chairman,  it  is  a  pleasure  to  be  here  this  morning  to  present  the  views  of  the 
ABA  on  trends  and  initiatives  regarding  credit  availability  for  small  business.    I  would 
especially  hke  to  thank  you,  Mr.  Chairman,  for  your  leadership  on  issues  such  as  restoring 
regulatory  balance  and  the  problems  of  environmental  liability  for  lenders  and  trustees. 
Your  unique  role  as  Chairman  of  this  Committee  and  senior  member  of  the  Banking 
Committee  gives  you  a  special  perspective  in  this  area.   Resolution  of  this  issue  will  go  a 
long  way  toward  improving  the  availability  of  credit  to  many  small  business  borrowers. 
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There  are  several  points  I  would  like  to  make  in  my  statement  today. 

( 1 )  There  are  important  lessons  to  be  learned  from  the  impact  of  excessive 
regulation  over  the  last  several  years  --  lessons  that  should  guide  us  in 
future  legislative  and  regulatory  actions. 

(2)  The  President's  initiative  and  Congressional  action  have  begun  the  process 
of  restoring  needed  balance  to  the  oversight  of  bank  lending. 

(3)  Credit  conditions  for  small  business  borrowers  have  improved  for  a  number 
of  reasons,  including  a  healthier  economy,  over  the  past  four  quarters. 

(4)  Additional  steps  can  and  should  be  taken  to  improve  credit  availability  for       J 
small  businesses.  ' 


1.   Lessons  From  the  Credit  Crunch 

Our  economy  has  navigated  through  some  rough  waters  over  the  last  five  years. 
Of  all  the  lessons  that  have  been  learned  during  this  difficult  period,  one  stands  out: 
excessive  government  regulation  and  micro- management  of  private  lending  decisions  have 
severe  consequences  for  the  availability  of  credit. 

Let  me  give  you  my  perspective  on  why  this  is  the  case.    In  any  recession,  it  is  only 
reasonable  and  prudent  for  businesses  and  individuals  to  exercise  caution  in  taking  on 
new  financial  obligations,  and  for  lenders  to  be  more  cautious  in  lending.   It  is  also 
natural  for  bank  regulators  to  have  heightened  concerns  about  the  potential  for  loan 
losses  and  bank  failures.   So  there  are  good  and  logical  reasons  for  a  contraction  of  bank 
credit  during  a  recession.   But  as  we  all  know,  the  contraction  of  bank  credit  during  the 
early  1990s  was  more  extreme  than  most  of  us  would  have  expected  based  on  past 
experience. 

What  was  different  about  the  recent  recession?   It  is  clear  to  me  that  the  difference 
lies  in  the  regulatory  environment.   Massive  failures  of  savings  and  loan  institutions  and 
the  concern  over  the  viability  of  the  deposit  insurance  funds  created  a  crisis  atmosphere  in 
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which  the  regulatory  focus  shifted  to  driving  virtually  all  risk  out  of  bank  and  thrift 
portfolios. 

On  the  surface,  this  may  seem  like  a  reasonable  poUcy.    But  just  as  too  much  risk  is 
undesirable,  zero-risk  banking  also  has  very  negative  consequences.   Wringing  the  risk  out 
of  bank  portfolios  means  very  few  loans  get  made  and  that  only  the  very  best  credits  are 
ftinded.   Those  that  are  funded  --  especially  small  businesses,  which  are  among  the  most 
risky  of  all  categories  of  bank  loans  --  face  either  higher  prices,  reduced  credit  availabihty 
or  both.   The  result?   Economic  growth  slows  to  a  crawl. 

This  experience  suggests  two  things.   First,  we  must  restore  the  regulatory  balance 
between  safety  and  soundness  and  economic  growth.    I  believe  that  the  President's 
initiative  and  Congressional  actions  to  date  have  been  helpfiil  in  restoring  that  balance, 
and  I  will  discuss  these  efforts  in  the  next  section. 

Second,  and  equally  important,  this  experience  tells  us  that  we  must  not  repeat 
past  mistakes  by  adding  yet  another  layer  of  costly  red  tape  to  bank  lending  --  but  I  am 
afraid  that  this  is  exactly  the  way  we  are  headed.   The  recently  released  regulators' 
proposal  to  redefine  the  administration  of  the  Community  Reinvestment  Act  (CRA) 
would  require  all  banks  with  over  $250  miUion  in  assets  to  coUea  and  report  extensive 
amounts  of  data  on  small  business  and  small  farm  lending.   The  intent  of  this 
requirement  is  not  to  reduce  small  business  lending.    But  make  no  mistake  about  it,  that 
is  exactly  what  it  will  do. 

Let  me  put  this  in  perspective.   At  Crestar  Bank,  we  have  an  aggressive  small 
business  lending  program.   We  hold  over  16,000  loans  of  less  than  $100,000  in  size  to 
small  businesses  and  farmers.   These  loans  that  I  would  categorize  as  small  business  loans 
average  approximately  $13,000  in  size.   One  of  the  reasons  we  have  so  many  loans  of 
modest  size  is  that  we  have  in  place  programs  that  specifically  address  the  needs  of  the 
small  business  borrower. 

In  order  for  us  to  make  large  numbers  of  small  business  loans,  we  have  to  be 
extremely  eflScient  and  cost  sensitive.  Any  extraneous  costs,  such  as  the  cost  of  reporting 
included  in  the  regulators'  CRA  proposal,  will  undermine  our  efficiency  and  increase  the 
price  of  every  small  business  loan  we  make.    Higher  prices  mean  that  fewer  deals  will  be 


66 


done.    Moreover,  because  it  takes  just  as  much  work  in  terms  of  documenting  and 
reporting  for  the  tiniest  loans  as  it  does  for  the  biggest,  the  cost  will  fall 
disproportionately  on  the  very  smallest  of  small  business  loans.   For  example,  a  $100 
regulatory  cost  would  amount  to  one  percent  of  a  $10,000  loan  but  would  get  lost  in  the 
rounding  on  a  $1  million  loan. 

FDICIA  already  requires  banks  to  report  small  business  and  small  farm  loan 
activity  on  their  call  reports.   This  reporting  began  in  June  of  1993.   While  we  are 
uncertain  about  the  usefiilness  of  even  these  numbers,  we  should  at  least  allow  time  to 
assess  their  value  before  we  add  another,  more  complicated  and  expensive  reporting 
burden  on  the  same  categories  of  loans. 

Furthermore,  the  reporting  contained  in  the  regulators'  CRA  proposal  will 
accomplish  virtually  nothing,  in  large  part  because  only  banks  and  S&Ls  would  be 
required  to  report.  And,  of  course,  this  extra  cost  will  put  banks  at  even  a  further 
disadvantage. 


2.    Restoring  Regulatory  Balance 

Important  strides  are  being  taken  toward  restoring  a  balanced  approach  to 
government  oversight  of  private  lending  decisions.   The  President's  initiatives  last  spring 
were  the  first  step.  While  many  of  these  initiatives  are  still  being  put  into  effect  and  while 
some  may  never  reach  their  full  potential,  collectively  they  have  been  helpful  in  arresting 
the  momentum  toward  more  onerous  oversight  of  lending  activity.    For  the  first  time,  it 
was  formally  acknowledged  that  excessive  government  intervention  in  private  enterprise 
has  a  debilitating  effect  on  economic  activity. 

The  Congressional  effort  to  reduce  the  regulatory  burden  on  the  banking  industry 
represents  another  critical  step  in  the  process  of  reversing  the  trend  toward  increasing 
government  regulation.    Mr.  Chairman,  you  and  your  colleagues  are  to  be  congratulated 
for  passing  the  Regulatory  Reform  Act  of  1993  (H.R.  3474).   This  legislation  makes 
important  progress  toward  reducing  unnecessary  red  tape  and  will  help  promote  credit 
availability  without  undermining  bank  safety  and  soundness. 
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Wliile  I  cannot  sort  out  the  independent  effects  the  Administration's  initiatives 
have  had  on  bank  lending,  I  do  believe  they  have  had  a  positive  impact  on  the 
atmosphere  for  small  business  lending.   A  loud  and  clear  message  from  the  top  is 
important  in  an  industry  with  multiple  regulatory  agencies  each  with  thousands  of 
examiners  who  carry  out  the  day-to-day  reviews  of  individual  institutions. 

Speaking  from  our  experience  at  Crestar,  the  examination  process  is  becoming  less 
confrontational,  and  our  regulators  have  been  more  willing  to  work  with  us  as  we  explore 
new  small  business  lending  initiatives.  However,  for  many  bankers  it  will  take  time  for 
memories  of  regulatory  criticisms,  excessive  reserving  for  loan  losses,  mark-downs  of  loans 
and  collateral,  and  examiners'  threats  of  severe  penalties  to  fade.  And,  unfortunately,  the 
ABA  continues  to  hear  individual  examples  of  excessive  examiner  micro- management. 

However,  I  do  not  want  to  oversell  the  improvement  in  the  examination  process. 
It  took  a  number  of  years  for  the  negative  lending  atmosphere  to  be  created,  and  it  will 
take  several  years  for  balance  to  be  restored.   And  even  then,  the  new  equilibrium  is  likely 
to  be  much  tougher. 

One  specific  initiative  that  I  believe  will  have  a  positive  impaa  on  small  business 
lending  is  raising  the  de  minimis  levels  for  real  estate  appraisals.     Just  this  month  the 
Federal  Reserve  issued  a  final  rule  that  raises  the  de  minimis  level  for  real  estate  appraisals 
from  $100,000  to  $250,000.   This  will  eliminate  one  costly  step  for  the  many  small 
business  borrowers  who  use  real  estate,  ofi:en  a  personal  residence  valued  at  less  than 
$250,000,  as  collateral  to  secure  a  business  loan. 

Like  the  reporting  costs  mentioned,  appraisal  costs  are  disproportionately  high  for 
the  smallest  of  small  business  loans,  and  create  high  up-front  costs  for  borrowers. 
Unfortunately,  these  costs  have  been  so  large  in  the  past  that  many  borrowers  are  simply 
discouraged  from  applying  for  a  loan. 

We  are  very  pleased  that  the  Fed  has  taken  this  important  action  and  urge  the 
remaining  banking  agencies  to  move  quickly  to  implement  similar  final  rules. 
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3.         Improving  Credit  Conditions  for  Small  Businesses 

Mr.  Chairman,  you  asked  me  to  focus  on  the  progress  of  small  business  lending 
since  the  announcement  of  the  Administration's  initiatives  to  enhance  credit  availability  at 
about  this  time  last  year.   As  I  mentioned  above,  it  is  impossible  to  separate  out  the 
individual  contributions  of  each  initiative,  or  even  to  disentangle  the  impaa  of  the 
improving  economy  from  the  impart  of  the  policy  actions  taken  to  boost  lending. 

However,  there  is  no  doubt  that  the  environment  for  small  business  lending  has 
improved  for  several  reasons.   First,  the  economy  has  improved  dramatically.    Each  of  the 
last  three  quarters  of  1993  showed  substantial  gains  in  economic  activity,  cukninating  in  a 
remarkable  7.5-percent  growth  rate  for  the  fourth  quarter.   This  not  only  increased  the 
demand  for  credit,  but  the  improving  economy  means  that  it  is  less  risky  for  lenders  to 
extend  credit. 

Second,  lower  interest  rates  have  significantly  decreased  the  cost  of  servicing  debt. 
Many  businesses  are  finding  expansion  opportunities  more  viable  given  the  lower  cost  of 
new  financing.   Moreover,  refinancing  of  mortgages  by  consumers  has  saved  well  over 
$20  billion  during  the  last  two  years,  much  of  which  is  translating  into  greater  retail  sales. 

Several  other  recent  actions  will  also  help  to  lower  the  cost  of  credit.   One  is  the 
change  in  the  appraisal  threshold,  mentioned  above.   Another  is  the  clarification  by  HUD 
regarding  the  application  of  Real  Estate  Settlement  Procedures  Art  (RESPA)  to  business- 
purpose  loans.   Without  this  clarification,  a  small  business  that  wanted  to  use  a  personal 
residence  as  collateral  for  a  business  loan,  as  many  small  businesses  do,  would  be  subjert 
to  all  the  paperwork  required  by  RESPA.   Exempting  all  business-purpose  loans  will 
reduce  costs  for  the  borrower  and  therefore  remove  one  more  impediment  to  small 
business  borrowing. 

Since  last  spring,  overall  bank  lending  has  shown  healthy  growth.   As  the  table 
below  illustrates,  the  growth  rates  for  bank  loans  for  the  last  three  quarters  of  1993 
compare  favorably  with  the  growth  rates  for  gross  domestic  produrt.   This  indicates  that 
bank  lending  in  general  has  grown  at  least  as  fast  as  the  overall  economy.    However, 
commercial  loans  -  that  portion  of  bank  credit  extended  to  commercial  and  industrial 
clients  without  taking  real  estate  collateral  -  have  lagged  behind  rates  of  growth  for  both 
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GDP  and  overall  bank  loans.    In  fact,  since  1989,  bank  commercial  and  industrial  loans  as 
adjusted  for  inflation  are  down  more  than  25  percent. 


Comparison  of  Growth  Rates  for 

Gross  Domestic  Product  and  for 

Bank  Loans 

All 

Commercial 

GDP 

Loans 

Loans 

+7.5% 

+  7% 

+  4% 

+2.9% 

+  4% 

-6% 

+1.9% 

+  7% 

-  1% 

1993  IV 
1993  III 
1993  II 


Source:  FDIC  Quarterly  Banking  Profile.  These  rates  are  annualized 
and  adjusted  for  inflation.  The  estimate  for  loan  growth  in  the  fourth 
quarter  is  based  upon  an  ABA  survey. 


Some  of  this  contraction  in  bank  business  lending  is  due  to  faaors  affecting  the 
demand  for  credit.  New  issues  of  stocks  and  bonds  reached  record  levels  during  1993. 
The  proceeds  from  these  issuances  were  frequendy  used  to  pay  down  bank  debt  and  to 
finance  new  activities  that  would  otherwise  be  financed  by  bank  loans. 

For  several  reasons,  however,  I  believe  that  small  business  lending  is  more  robust 
than  these  overall  numbers  for  commercial  loans  would  indicate. 

First,  the  decline  in  bank  C&I  loans  primarily  reflects  a  drop  in  borrowing  by  the 
largest  corporations,  many  of  which  have  turned  to  stock  and  bond  markets  for  fijnding 
as  discussed  above.   The  decline  in  borrowing  by  these  large  corporations  simply  swamps 
whatever  is  happening  in  the  small  business  loan  market. 

Second,  it  is  important  to  note  that  many  small  business  loans  are  not  booked  as 
C&I  loans  because  they  are  made  indirectly  through  such  vehicles  as  credit  cards  and 
home  equity  loans.    In  these  cases,  looking  at  C&I  loans  will  tend  to  understate  the 
acnial  level  of  lending  activity. 
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Third,  the  growth  rate  of  business  lending  at  small  banks  --  banks  whose 
commercial  loan  customers  are  all  small  businesses  --  grew  better  than  6  percent  between 
September  1992  and  September  1993.   Moreover,  many  larger  banks  --  including  Crestar 
--  are  actively  pursuing  small  business  borrowers,  and  are  building  large  portfolios  of  small 
business  loans. 

Lastly,  as  I  mentioned  earlier,  banks  began  reporting  information  on  small  business 
loans  beginning  in  the  second  quaner  of  1993.   These  data  confirm  something  we 
already  knew:   banks  are  making  a,  lot  of  small  business  loans  --  there  were  about 
$300  billion  dollars  in  small  business  loans  outstanding  in  June  1993. 

In  short,  when  you  look  more  closely  at  what  is  happening  in  small  business  loan 
markets,  I  think  the  picnire  is  brighter  than  it  appears  on  the  surface. 


4.         Additional  Steps  to  Improve  Credit  Availability  for  Small  Businesses 

While  small  business  borrowing  conditions  are  improving,  more  needs  to  be  done. 
First,  we  must  continue  to  review  banking  laws  and  regulations  with  an  eye  toward 
eUminating  redundant  reporting  requirements,  streamlining  regulatory  practices  and 
making  efficient  use  of  bank  agency  personnel. 

Second,  the  law  on  environmental  lender  liability  must  be  clarified.  We  appreciate 
your  continued  efforts  in  the  area,  Mr.  Chairman  --  your  leadership  is  tremendously 
important.   The  bill  for  which  you  were  a  principal  sponsor,  H.R.  2462,  clarifies  the 
liability  for  environmental  clean-up  of  foreclosed  property  in  cases  in  which  the  lender  has 
not  caused  the  environmental  damage.    Under  current  law,  many  lenders  are  reluctant  to 
make  a  loan  on  any  property  that  may  have  environmental  problems.   Without  this 
clarification,  very  little  lending  will  take  place  in  situations  in  which  there  is  the  slightest 
possibility  of  environmental  hazard. 

As  you  know,  a  recent  U.S.  Court  of  Appeals  decision  knocked  out  a  very  helpfvil 
EPA  rule  which  had  given  lenders  some  assurance  under  Superfund.   Now,  without 
Congressional  action,  loans  to  a  number  of  types  of  small  businesses  will  be  increasingly 
hard  to  come  by.   The  Administration's  Superfund  reform  bill  also  contains  a  provision  to 
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address  this  problem.    But  if  that  bill  cannot  be  passed,  it  is  important  to  pass  a  targeted 
bill  or  the  economy  will  be  adversely  affected. 

Third,  the  bankruptcy  laws  need  to  be  changed.    Current  law  encourages 
bankruptcy  filings,  creating  losses  that  ultimately  raise  the  cost  of  credit  to  all  borrowers 
and  reduce  credit  availability.    Bankruptcy  reform  bills  pending  in  both  the  House  and 
Senate  address  this  issue  and  have  broad  support. 

One  other  promising  initiative  being  considered  as  a  -way  to  increase  small  business 
lending  is  the  establishment  of  a  public/private  loss  reserve  fund  at  the  state  level. 
Participating  states  would  match  funds  contributed  by  small  businesses  and  their  lenders. 
The  fund  would  then  be  used  to  reimburse  bank  losses  on  participating  small  business 
loans.   A  very  positive  feanire  of  this  concept  is  that  it  is  administered  at  the  state  level, 
which  will  tend  to  make  it  more  flexible  and  able  to  adapt  to  diverse  small  business  needs. 

Because  flexibility  is  paramount  in  small  business  lending,  the  closer  the 
administration  of  such  a  program  is  to  both  the  borrower  and  the  lender,  the  greater  the 
likelihood  for  active  participation  and  long-term  success.   This  concept  is  being  tried  in  a 
number  of  states  and  cities,  including  Michigan,  Connecticut,  Utah  and  New  York  City. 
The  bankers  in  these  areas  believe  this  approach  has  real  potential. 

ABA  also  continues  to  be  a  strong  supporter  of  Small  Business  Administration 
programs.   For  many  marginal  enterprises,  often  just  getting  started,  SBA  programs  can 
make  the  difference  between  success  and  failure.   ABA  wants  to  work  with  this 
Committee  to  continue  to  support  the  SBA. 


Conclusion 

As  you  are  aware,  Mr.  Chairman,  small  businesses  employ  about  60  percent  of  the 
private  work  force  in  this  country  and,  in  recent  years,  have  accounted  for  nearly  all  of  the 
economy's  net  job  growth.    In  faa,  most  new  jobs  over  the  past  five  years  have  been 
created  by  firms  with  fewer  than  20  employees.   Small  businesses  produce  about  40 
percent  of  our  gross  national  produa  and  50  percent  of  the  total  output  of  the  private 
seaor. 
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For  small  businesses,  bank  financing  continues  to  play  a  crucial  role.   We  look 
forward  to  working  with  you,  Mr.  Chairman,  and  this  Committee  to  follow  through  on 
current  initiatives  to  promote  greater  small  business  lending.    I  appreciate  the  opportunity 
to  discuss  these  important  issues  with  you  this  morning,  and  I  would  be  happy  to  answer 
any  questions  you  or  your  colleagues  may  have. 
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On  behalf  of  the  169,000  firms  of  the  National  Association  of  Home  Builders  (NAHB), 
I  want  to  thank  Chairman  LaFalce  for  his  continuing  interest  in  the  issue  of  the  "credit  crunch" 
and  his  efforts  to  follow  up  on  the  status  of  the  Administration's  "Credit  Availability  Initiatives". 
I  appreciate  the  opportunity  to  appear  today  before  the  House  of  Representatives  Committee  on 
Small  Business  to  present  the  views  of  the  NAHB  and  my  own  experiences  in  obtaining  housing 
production  credit. 

My  name  is  Richard  Kelley  and  I  head  RSK-KELLCO,  Inc.,  a  family-run  business  in 
operation  for  more  than  twenty-five  years.  We  build  all  types  of  housing  ranging  from  entry 
level  homes  to  "move-up"  and  luxury  homes  in  the  immediate  Hartford  suburban  area.  We 
diversified  into  the  commercial/office  market  after  the  recession  in  the  early  80' s.  Our  company 
is  involved  in  every  aspect  of  the  development  process  from  the  purchase  of  raw  land,  to 
development  of  property  for  both  residential  and  commercial  developments.  RSK-KELLCO  has 
buih  more  than  six  hundred  homes  and  over  350,000  square  feet  of  commercial  office  space.  Our 
business  has  suffered  from  the  credit  crunch  in  that  I  used  to  build,  on  average,  sixty-five  homes 
a  year.    I  now  build  about  25  homes  a  year. 

1.    HOME  BUILDERS  ARE  PRIMARILY  SMALL  BUSINESS  PERSONS 

Before  specifically  addressing  the  administration's  initiatives,  I  want  to  describe  the  make 
up  of  the  home  building  industry.  The  nation's  home  building  industry  is  dominated  by  a  great 
many  small  builders  operating  in  limited  geographic  areas,  generally  local  markets.  The  last 
census  of  the  construction  industry  (1987)  estimated  the  number  of  residential  builders  with  at 
least  one  employee  on  the  payroll  at  about  120,000  firms.   About  75  percent  of  home  building 
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companies  build  25  units  or  fewer  per  year,  and  more  than  two-thirds  of  these  build  only  ten 
units  or  fewer.  Only  8  percent  of  home  builders  are  considered  to  be  "large";  that  is,  building 
100  or  more  units  per  year.  In  addition,  most  of  the  subcontractors  and  many  of  the  suppliers 
to  these  builders  are  small  business  persons  themselves  who  rely  heavily  on  home  builders  for 
their  livelihood.  In  view  of  the  structure  of  the  industry  and  the  heav7  reliance  of  builders  on 
thrifts  and  banks  for  housing  production  credit,  it  is  not  hard  to  see  why  home  builders  have  been 
particularly  hard  hit  by  the  credit  crunch  affecting  small  businesses. 

As  the  Administration  and  members  of  Congress  have  observed,  the  regulatory 
environment  has,  over  the  past  several  years,  severely  constricted  the  flow  of  credit  to  small-  and 
medium-sized  businesses.  Yet  these  same  businesses  spur  economic  growth,  especially  job 
growth,  a  critical  sector  of  our  economy  which  has  just  recently  started  to  share  in  the  economic 
upturn.  As  small  businesses  involved  in  real  estate,  home  builders  have  suffered  doubly  as 
traditional  lenders  have  shied  away  from  both  small  business  lending  and  real  estate  lending. 
Housing  has  traditionally  led  the  country  out  of  economic  recessions,  and  the  housing  sector  has 
the  potential  to  fuel  additional  economic  growth  if  the  necessary  credit  is  accessible. 

II.   THE  CLINTON  ADMINISTRATION  S  CREDIT  CRUNCH  INITIATIVES 

In  March  1993,  the  Clinton  administration  announced  several  supervisor)'  and  accounting 
changes  that  were  aimed  at  alleviating  the  credit  crunch.  The  bank  and  thrift  regulators  issued 
a  joint  announcement  outlining  a  program  of  changes  that  were  designed  to  deal  with  the 
problems  of  credit  availability,  and  were  specifically  intended  to  address  the  credit  needs  of  small 
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and  medium-sized  businesses.  Each  change,  evaluated  on  its  own  merit,  is  not  substantial.  In 
fact,  they  are  clarifications  of  existing  policy.  It  is  premature  to  draw  definitive  conclusions, 
however,  it  is  anticipated  that  taken  in  the  aggregate  they  will  make  a  difference. 

The  Interagency  Policy  Statement  on  Credit  Availability  outlined  a  program  addressing 
various  areas  in  which  the  agencies  intended  to  take  administrative  actions  designed  to  "alleviate 
the  apparent  reluctance  by  banks  and  thrifts  to  lend".  The  five  general  areas  addressed  were: 
lending  to  small-  and  medium-sized  businesses;  real  estate  lending  and  appraisals;  appeals  of 
examination  decisions  and  complaint  handling;  examination  processes  and  procedures;  and 
paperwork  and  regulatory  burden. 

The  first  of  these  initiatives  to  be  issued  addressed  the  circumstances  under  which  certain 
loans  to  small  businesses  could  be  made  without  examiner  criticism  of  documentation  or  a 
requirement  to  hold  additional  reserves.  The  policy  specifically  refers  to  character  lending.  The 
strongest  banks  and  thrifts,  those  with  a  CAMEL  or  MACRO  rating  of  1  or  2  and  with  adequate 
capital,  can  identify  a  portion  of  their  portfolios  of  small-  and  medium-sized  business  and  farm 
loans  that  will  be  exempt  from  examiner  criticism  of  documentation.  The  total  of  such  loans  may 
not  exceed  20%  of  an  institution's  total  capital. 

To  address  the  complaint  that  limiting  the  initiative  to  CAMEL  and  MACRO  1  and  2 
institutions  would  eliminate  almost  every  insured  lender  in  the  areas  suffering  the  most  prolonged 
effects  of  the  credit  crunch,  the  agencies  amended  the  policy  several  months  later.  The  regulators 
indicated  that  banks  and  thrifts  with  CAMEL  or  MACRO  ratings  of  3  that  are  adequately 
capitalized  could  also  make  loans  on  this  basis. 
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A  criticism  frequently  heard  from  NAHB  members  during  the  credit  crunch  has  been  that 
the  documentation  required  by  an  insured  institution  to  make  a  sound  small  business  loan  was 
not  warranted  by  the  type  or  size  of  the  loan.  This  criticism  continues  to  be  heard,  particularly 
in  New  England.  In  other  words,  the  so  called  character  loans  to  small  businesses  are  the 
exception,  and  not  the  rule. 

The  next  step  was  taken  on  May  26,  when  the  regulators  jointly  proposed  changes  to  real 
estate  appraisal  requirements,  including  an  increase  in  the  threshold  level  for  required  appraisals 
from  $100,000  to  $250,000.  This  change  required  the  agencies  to  request  comment  before  the 
proposal  could  be  implemented.  The  proposed  rule  would  decrease  the  number  of  transactions 
for  which  a  licensed  or  certified  appraiser  would  be  required.  The  proposal  to  raise  the  threshold 
level  to  $250,000   would  also  exempt  additional  types  of  transactions. 

In  addition  to  raising  the  threshold  for  transactions  requiring  the  use  of  a  licensed  or 
certified  appraiser,  the  regulators  proposed  expanding  an  exemption  from  the  appraisal 
requirements  that  would  reduce  costs  for  small-  and  medium-sized  businesses.  The  proposal 
provides  that  business  loans  under  $1  million  secured  by  real  estate  would  not  require  appraisals 
when  the  real  estate  collateral  is  not  the  primary  source  of  repayment.  In  addition,  an  existing 
exemption  for  transactions  where  real  estate  is  taken  as  collateral  through  an  abundance  of  caution 
would  be  expanded. 

These  and  other  changes  to  the  appraisal  requirements  were  issued  for  public  comment 
and  the  regulators  were  prepared  to  issue  a  final  rule  implementing  the  changes  last  year.  The 
appraisal  industry  and  consumer  groups  requested  that  the  regulators  determine  whether  the 
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changes  to  the  requirements  were  consistent  with  the  safety  and  soundness  of  insured  institutions, 
and  comment  was  requested  as  to  whether  there  would  be  any  benefits  to  raising  the  threshold. 
Recently,  the  Federal  Reserve  Board  became  the  first  agency  to  issue  the  changes  in  final  form. 
The  other  agencies  will  adopt  the  rule  shortly. 

In  June,  the  agencies  reissued  the  Interagency  Policy  Statement  on  the  Review  and 
Classification  of  Commercial  Real  Estate  Loans  that  was  originally  issued  November  7,  1991. 
The  regulators  reiterated  that  the  interagency  policy  is  one  that  management  at  insured  institutions 
and  examiners  should  follow.  The  statement  clarifies  the  regulatory  policy  on  real  estate 
valuation  and  classification.  The  evaluation  of  commercial  real  estate  loans  is  based  on  a  review 
of  both  the  borrower's  willingness  and  capacity  to  repay,  and  the  long-term  income-producing 
capacity  of  the  underlying  collateral.  The  statement  emphasizes  that  it  is  not  regulatory  policy 
to  value  collateral  that  underlies  real  estate  loans  on  a  liquidation  basis.  It  is  management's 
responsibility  for  reviewing  appraisal  assumptions  and  conclusions  for  reasonableness. 
Management  should  adjust  any  assumptions  used  by  an  appraiser  in  determining  values  that  are 
overly  optimistic  or  pessimistic. 

The  balance  of  the  initiatives  mentioned  in  the  March  10,  1993  policy  statement  were 
taken  as  part  of  the  same  announcement  when  the  regulators  initiated  a  series  of  actions  to  give 
institutions  greater  leeway  to  keep  more  assets  on  accrual  status,  delete  certain  requirements  for 
minimum  down  payments  for  sales  of  foreclosed  properties,  and  better  coordinate  thrift  and  bank 
examinations.  With  this  latest  announcement,  the  regulators  concluded  the  first  phase  of  the 
program,  but  emphasized  they  would  continue  "...efforts  to  reduce  the  paperwork  and  regulatory 
burden  that  impedes  the  flow  of  funds  to  creditworthy  borrowers." 
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III.  IMPACT  OF  THE  CREDIT  CRUNCH  INITIATIVES 

The  extent  to  which  these  and  other  supervisory  changes  have  an  effect  on  the  availability 
of  credit  for  builders  or  other  small  businesses  is  dependent  upon  whether  insured  lenders  are 
willing  to  make  the  loans  and  changes  in  examiners'  attitudes.  During  the  past  few  years, 
institutions  were  reluctant  to  make  certain  types  of  loans  for  several  reasons,  including  the  general 
economic  environment,  an  attempt  by  insured  institutions  to  diversify  their  portfolios  to  reduce 
interest  rate  risk  and  portfolio  concentration,  an  attempt  to  address  the  losses  of  the  80' s  by 
adopting  more  rigorous  underwriting  standards,  and  more  stringent  examination  and  supervision 
practices.  It  appears  that  the  more  conservative  lending  standards  are  still  being  followed, 
particularly  with  regard  to  small  business  lending. 

The  agencies  and  the  administration  believe  that  the  announced  changes  will  help  to  ease 
the  flow  of  credit,  but  because  many  of  the  changes  are  clarification  of  examination  and 
supervisory  policy,  the  impact  will  not  be  felt  until  insured  institutions  have  been  examined.  By 
increasing  the  exemptions  from  the  appraisal  requirement,  the  regulators  believe  that  loans  will 
be  easier  to  obtain  and  will  be  less  costly  for  consumers  and  for  insured  institutions.  As  a 
practical  matter,  in  many  areas  of  the  country,  residential  loans  have  been  for  amounts  below  the 
threshold  amount  and  the  secondary  market  agencies  require  that  appraisals  be  done  on  loans  that 
they  buy.    It  is  unclear  what  the  impact  on  small  business  lending  will  be. 

IV.  RECENT  REGULATORY  DEVELOPMENTS 

In  addition  to  the  administration's  announced  initiatives,  there  have  been  some  recent 
regulatory  developments  that  have  given  some  encouragement  to  those  who  are  struggling  to 
finance  housing  production.    Each  of  financial  institution  regulatory  agencies  has  reduced  from 
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100  to  50  percent  the  risk  weighing  for  construction  loans  on  presold  single  family  homes.  In 
addition,  the  Federal  Reserve  and  the  FDIC  have  made  the  same  reduction  in  the  risk  weighing 
for  qualifying  multifamily  mortgages,  and  the  OTS  and  the  OCC  are  also  in  the  process  of 
making  this  risk  weighing  change  for  multifamily  mortgages. 

Also,  the  real  estate  lending  rule  and  guidelines  that  were  hammered  out  last  year  centered 
primarily  on  the  establishment  by  insured  lenders  of  internal  lending  policies,  including  loan-to- 
value  limits  for  real  estate  loans,  recognized  the  lower  risk  that  has  historically  been  associated 
with  residential  housing  finance.  The  rule  allows  institutions  latitude  to  establish  their  own 
lending  policies,  however,  within  fairly  flexible  guidelines.  The  rules  are  still  in  the  process  of 
being  implemented,  however,  so  it  remains  to  be  seen  how  restrictively  banks  and  thrifts  will 
establish  their  policies  and  what  stance  examiners  will  take  in  reviewing  the  new  policies. 

The  OCC  has  recently  issued  proposed  changes  to  the  regulation  implementing  the 
statutory  national  bank  loans-to-one-borrower  limit. 

V.  STATUS  OF  THE  CREDIT  CRUNCH 

Throughout  1993,  and  continuing  into  1994,  the  housing  finance  market  has  been 
inconsistent.  While  home  mortgage  lending  has  performed  smoothly  in  the  face  of  record 
demand  for  funds,  the  experience  and  outlook  for  financing  the  production  of  housing  and  for 
mortgage  lending  on  multifamily  properties  is  not  nearly  as  favorable. 

The  grip  of  the  credit  crunch  began  to  ease  somewhat  for  home  builders  last  year.  Loans 
to  fund  construction  of  single  family  homes  became  more  readily  available,  although  there 
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continued  to  be  pockets  of  the  country  where  these  loans  were  still  difficult  to  obtain.  In  the  area 
of  funding  for  acquisition  and  development  of  residential  lots,  however,  the  credit  crunch 
continues,  suggesting  a  structural  shift  in  financing  of  these  activities. 

Some  of  the  funding  difficulties  for  housing  production  and  multifamily  mortgages  are 
shorter-term  in  nature  and  will  eventually  be  overcome.  In  the  case  of  single-family  construction 
loans,  builders  in  most  parts  of  the  country  are  already  reporting  a  much  improved  financing 
environment. 

Funding  for  the  acquisition  and  development  of  residential  land,  however,  is  still  difficult 
to  obtain.  The  problems  in  this  area  seem  to  be  quite  formidable  and  will  require  more 
innovative  solutions.  Multifamily  mortgage  financing  mechanisms  also  continue  to  be  impaired. 
These  borrowers  have  been  greatly  impacted  by  disruptions  in  traditional  lending  patterns  due  to 
statutory  and  regulatory  changes  and  other  dislocations  in  the  marketplace. 

In  a  recent  survey  of  NAHB  members,  only  one  region,  the  Northeast,  mentioned 
construction  financing  as  the  number  one  critical  issue.  However,  the  availability  of  lots  appeared 
as  either  a  critical  issue  or  an  emerging  issue  for  survey  respondents  in  all  regions  of  the  country. 

During  the  credit  crunch,  long-standing  financing  relationships  were  disrupted  or 
terminated.  Although  the  flow  of  credit  has  improved  in  the  area  of  construction  financing, 
builders  will  not  have  the  same  financing  flexibility  that  they  enjoyed  in  the  1980s.  In  the  case 
of  acquisition  and  development  loans,  past  financing  relationships  may  never  be  reestablished. 
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A  study  by  the  Urban  Land  Institute  confirms  this  assertion.  In  a  study  released  last 
November,  the  researchers  concluded  that  the  development  of  residential  lots  was  dealt  a  severe 
blow  by  the  recession  and  limitations  being  placed  on  banks  regarding  land  acquisition  and 
development  lending.  They  warned  that  if  money  for  these  activities  stays  tight  and  the 
regulatory  climate  does  not  ease,  lot  shortages  could  become  a  serious  problem,  particularly  in 
smaller  communities. 

A  survey  conducted  at  the  NAHB  Annual  Convention  in  January  (see  attachments)  foimd 
that  only  25%  of  builder  respondents  reported  that  credit  availability  for  land  acquisition  is  better 
than  last  year.  53%  of  those  surveyed  reported  that  it  is  about  the  same  and  15%  reported  that 
availability  for  land  acquisition  credit  is  worse  than  last  year. 

With  respect  to  the  availability  of  credit  for  land  development,  19%  of  those  surveyed 
found  it  was  more  accessible  than  last  year.  Another  57%  reported  that  access  to  land 
development  credit  has  not  changed.  Of  the  remaining  24%,  16%  reported  that  credit  availability 
for  land  development  is  worse  than  last  year. 

Credit  availability  for  construction  (pre-sold  units)  is  better  than  last  year  according  to 
38%  of  the  builders.  49%  of  the  builders  surveyed  found  no  change.  Credit  availability  for 
construction  is  worse  than  last  year  according  to  6%  of  the  builders. 

Credit  availability  for  construction  (spec  units)  is  better  than  last  year  according  to  28  % 
of  the  builders  and  the  same  for  54%  of  the  builders.  Of  the  remaining  18%  of  the  builders,  9% 
reported   credit  availability  for  spec  units  to  be  worse  than  last  year. 
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VI.   NEW  FUNDING  SOURCES 

Commercial  banks  and  savings  institutions  traditionally  have  been  the  chief  source  of 
housing  production  credit,  and  despite  the  regulator>'  and  structural  changes  that  have  occurred, 
they  still  are.  In  the  first  half  of  last  year  (latest  data  available),  banks  and  thrifts  accounted  for 
more  than  95  percent  of  housing  production  loans  originated.  Banks  represented  74  percent  of 
the  lending,  while  thrifts  accounted  for  21  percent.  Alternative  sources  of  housing  production 
financing  are  being  pursued,  but  no  major  headway  has  been  achieved. 

One  program  that  shows  promise  is  the  Small  Business  Administration's  Construction 
Loan  Guaranty  Program.  This  program  has  been  on  the  books  for  some  time,  but  has  been  little 
used  due  to  a  lack  of  knowledge  about  it  on  the  part  of  builders  and  lenders,  funding  shortages 
and  some  regulations  that  are  out  of  date.  We  are  working  with  SBA  to  publicize  the  program 
and  to  get  changes  in  the  elements  of  the  program  that  are  blocking  wider  use. 

Pension  funds  also  have  been  viewed  as  an  alternative  source  of  funds  for  housing 
production.  The  decision  by  the  large  California  state  employees  pension  fund  (CalPERS)  to 
invest  in  the  building  of  homes  is  an  important  breakthrough,  but  one  that  has  not  been  widely 
replicated.  NAHB  is  supporting  efforts  to  educate  pension  funds  and  their  advisors  on  the 
benefits  of  investing  in  housing  production. 

In  conclusion,  we  are  relying  heavily  on  the  support  of  the  traditional  channels  of  housing 
production  finance  —  the  banks  and  thrifts  -  but  recognize  that  those  sources  will  have  to  be 
supplemented  by  new  alternatives,  particularly  in  the  area  of  land  acquisition  and  development. 
And  much  progress  needs  to  be  made  to  achieve  the  levels  of  support  from  those  alternative 
sources  that  will  be  needed  in  the  years  to  come. 


84 

VII.  SMALL  BUSINESS  CALL  REPORT  REQUIREMENT 

FDICI A  contained  changes  to  the  call  report  requirements,  including  requiring  that  insured 
institution  report  their  loans  to  small  business  and  farms.  In  addition  to  the  call  report  change, 
the  statute  requires  that  the  Federal  Reserve  collect  and  publish,  on  an  annual  basis,  information 
on  the  availability  of  credit  to  small  businesses  and  small  farms.  The  Federal  Reserve  has  issued 
their  report  for  the  year  ended  December  31,  1993  and  the  information  collected  is  useful  in 
determining  the  extent  of  lending  by  insured  institutions  to  small  businesses.  In  particular,  the 
information  is  useful  to  the  extent  that  it  provides  support  for  the  anecdotal  information  provided 
by  the  members  of  NAHB. 

The  report  for  1993  is  based  on  information  collected  from  the  June  30,  1993  reports,  the 
first  time  the  information  was  required.  The  Federal  Reserve  notes  that  the  term  "small  business" 
is  not  very  well  defined  and  means  different  things  in  different  contexts.  The  information 
reported  does  not  distinguish  among  industries  or  type  of  small  business.  However,  with  regard 
to  housing  construction  lending,  there  is  information  on  construction  and  land  development  loans. 
From  the  June  30,  1993  information,  there  was  a  sizable  drop  in  construction  and  land 
development  loans.  The  report  also  breaks  the  information  down  into  regional  components.  It 
shows  that  banks  in  New  England  and  in  the  far  west  have  continued  to  reduce  their  portfolios 
of  construction  loans.  In  fact  when  the  loans  are  repaid  or  written  off,  they  are  not  replaced  and 
the  federal  Reserve  believes  this  is  because  of  the  deterioration  in  real  estate  values  since  the 
1980's.   The  indications  of  lending  for  real  estate  development  are  scattered. 

VIII.  SUGGESTED  LEGISLATIVE  CHANGES 

As  mentioned  previously,  builders  on  the  whole,  are  still  having  a  great  deal  of  difficulty 
obtaining  housing  production  loans.    One  important  change,  which  could  greatly  facilitate  the 
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availability  of  housing  production  credit  requires  legislation  modifying  the  Federal  Home  Loan 
Bank  Act.  There  are  several  ways  in  which  the  Federal  Home  Loan  Banks'  (FHLBanks)  current 
operating  authority  needs  to  be  changed  in  order  for  them  to  be  an  effective  support  for  housing 
production  lending  by  their  members.  In  particular,  members  of  the  System  need  support  for 
aspects  of  housing  finance  and  community  development  beyond  home  mortgage  lending. 

A.  Expanded  Authority  of  the  Federal  Home  Loan  Banks.  NAHB  believes  that 
permissible  range  of  activities  of  the  FHLBank  System  should  be  reviewed  and  expanded,  and 
consideration  should  be  given  to  the  need  for  broader  support  of  housing-related  activities  by 
community-based  lenders.  Such  changes  cold  include  an  amendment  to  the  general  statutory 
authority  for  the  FHLBanks  to  engage  in  activities  and  to  provide  support  for  a  broader  range  of 
housing-related  activities.  Examples  of  the  types  of  activities  that  could  be  undertaken  under  such 
authority  include  purchases  of  participations  in  housing  production  loans  made  by  members  of 
individual  FHLBanks,  and/or  provision  of  credit  enhancements  to  support  the  housing  production 
lending  of  member  institutions.  Naturally,  we  are  concerned  about  the  overall  safety  and 
soundness  of  the  System,  so  these  activities  could  be  tested  in  limited  pilot  programs  and  the 
FHLBanks  could  be  given  authority  to  establish  separately  capitalized  subsidiaries  to  contain  any 
risk  associated  with  such  efforts.  This  type  of  broad  authority  would  let  each  FHLBank  make 
the  decision  as  to  what,  if  any,  new  products  or  services  it  would  develop. 

B.  Flexibility  in  Collateral  for  Advances.  NAHB  also  supports  the  removal  of 
caps  on  the  amount  of  housing-related  assets  that  member  institutions  can  use  to  collateralize 
advances.  Currently,  advances  must  be  fully  secured  by  government  securities  or  certain  housing- 
related  assets.  The  only  types  of  housing  assets  that  may  be  used  without  restriction  are  fully 
disbursed  whole  first  mortgages  and  mortgage  securities  backed  by  such  mortgages.    Member 
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institutions  may  also  secure  advances  with  real  estate-related  participation  interests,  residential 
production  loans,  nonresidential  real  estate,  and  other  types  of  mortgage-related  securities. 
However,  the  aggregate  of  such  collateral  cannot  exceed  30  percent  of  the  member  institution's 
capital. 

The  two  modifications  to  the  FHLBank  system  recommended  by  NAHB  are  only  part  of 
a  series  of  potential  changes  required  to  be  analyzed  in  the  Housing  and  Community  Development 
Act  of  1992.  According  to  the  Housing  Act,  HUD,  GAO,  CBO,  the  Federal  Housing  Finance 
Board  and  a  Shareholder's  Group  were  to  study  and  report  back  to  the  House  and  Senate 
Banking  Committees  their  recommendations  by  April  28,  1993.  Not  all  entities  have  completed 
their  studies  and  recommendations. 

With  respect  to  the  proposed  modification  allowing  the  FHLBanks  enhanced  investment 
authority,  the  Federal  Housing  Finance  Board  has  endorsed  this,  in  concept,  as  a  means  of 
addressing  specific  "unmet  housing  needs"  identified  in  its  report.  In  addressing  the  expansion 
of  the  type  of  collateral  used  to  secure  advances,  both  the  Federal  Housing  Finance  Board  and 
the  Shareholder  Group  are  supportive. 

C.  Infrastructure  Financing.  Another  means  of  alleviating  the  credit  crunch  as  it 
relates  to  housing  production  is  the  creation  of  a  secondary  market  for  infrastructure  loans  such 
as  water  and  sewer  systems  and  roads.  As  mentioned  previously,  housing  production  includes 
land  development  which  involves  the  broad  range  of  activities  associated  with  acquiring  and 
improving  the  land  by  laying  water,  sewer  and  utility  lines.  Land  acquisition  and  development 
are  considered  the  riskier  stages  of  housing  production,  but  of  course,  they  are  necessary  stages 
of  development  prior  to  actual  home   construction. 
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Congress  is  in  the  process  of  considering  various  legislative  proposals  to  create  a 
secondary  market  for  small  business,  commercial  and  community  development  loans.  NAHB 
supports  H.R.  2600.  the  Business,  Commercial  and  Community  Development  Secondary  Market 
Development  Act.  H.R.  2600,  as  amended  and  reported  out  of  the  House  Banking  Committee, 
references  a  definition  of  "community  development"  which  includes  water  and  sewer  systems  and 
road  construction,  among  many  other  activities.  NAHB  supports  H.R.  2600  as  a  significant  step 
towards  the  facilitation  of  credit  for  infrastructure  loans.  However,  NAHB  believes  that  further 
congressional  action  will  probably  be  necessary  and  will  eventually  require  the  establishment  of 
a  Government  Sponsored  Enterprise  (GSE)  for  infrastructure  loans. 

D.  Supplementary  Data  Accumulation  and  Reporting  Requirements.  As  previously 
mentioned  in  our  testimony,  FDICIA  contains  new  call  report  requirements.  We  would  like  to 
further  elaborate  on  this  issue  which  may  require  a  legislative  or  regulatory  change.  As  stated 
previously,  the  data  published  June  30,  1993  indicated  a  sizable  drop  in  construction  and  land 
development  loans,  broken  down  by  geographic  region.  Current  call  reports  include  data 
regarding  deposit  and  loan  activity  on  a  consolidated  basis  for  the  institution,  and  make  the 
information  available  upon  request.  This  information  could  be  better  utilized  if  it  included  both 
lending  and  depository  activity  and  was  further  broken  down  on  a  branch-by-branch  basis.  This 
data  should  be  more  accessible  and  understandable  to  members  of  the  general  public  rather  than 
just  to  the  regulators.  We  therefore  recommend  this  data  be  published  in  the  local  newspaper  or 
available  as  a  counter  statement. 

NAHB's  concerns  are  addressed  to  a  large  extent  by  the  recently  released  proposal  by  all 
four  of  the  federal  bank  and  thrift  regulatory  agencies  to  change  current  Community  Reinvestment 
Act  (CRA)  regulations.    NAHB  is  supportive  of  these  additional  data  reporting  requirements. 
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CONCLUSION 

In  conclusion,  access  to  credit  has  somewhat  improved  recently.  However,  we  remain 
skiddish  about  prospects  for  future  improvement,  particularly  in  the  realm  of  land  development 
and  acquisition  loans.  We  urge  the  Small  Business  Committee  members  to  take  the  necessary 
legislative  steps  to  ensure  the  continued  vitality  of  the  housing  industry  and  the  economic 
prosperity  it  engenders. 
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Chart  9 
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Chart  11 


Availability  &  Cost  of  Credit  of 
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Chart  12 

Availability  &  Cost  of  Credit 
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Introductory  Remarks 

Mr.  Chairman,  I  am  pleased  to  be  here  this  morning 
to  discuss  regulatory  and  other  initiatives  designed  to 
stimulate  bank  lending,  especially  to  small  businesses,  and 
to  comment  on  recent  trends  in  business  lending  activity.   A 
review  of  these  issues  seems  quite  appropriate  at  this  time. 
In  recent  months,  the  economy  has  displayed  increasing 
evidence  of  underlying  strength,  accompanied  by  rising 
demands  for  credit  by  households  and  businesses.   As  these 
trends  continue,  we  believe  that  initiatives  taken  in  the 
regulatory  arena  will  help  facilitate  the  lending  process 
for  creditworthy  small  businesses. 

I  will  begin  my  remarks  this  morning  by  reviewing 
some  of  the  key  initiatives  that  have  been  taken  in  the  past 
year  and  their  status,  and  follow  with  a  look  at  recent 
financing  trends  and  the  need  for  additional  initiatives. 

You  also  asked  for  my  views  on  the  adequacy  of  bank 
Call  Report  data  on  small  business  lending;  I  will  comment 
on  the  Call  data  at  the  end  of  my  statement  and  also  bring 
to  your  attention  the  survey  of  small  business  finances  that 
the  Federal  Reserve  currently  has  underway.   We  believe  the 
survey,  which  is  being  co-sponsored  by  the  Small  Business 
Administration,  will  provide  important  information  for 
assessing  credit  availability  for  small  businesses. 
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Recent  Supervisory  Policy  Initiatives 

Last  spring,  the  Administration,  the  Federal 
Reserve  and  the  other  federal  banking  agencies  ("agencies") 
announced  a  series  of  initiatives  to  reduce  regulatory 
impediments  to  Jthe  availability  of  credit  to  small-  and 
medium- sized  businesses  and  farms,  other  businesses,  and 
individuals.   These  initiatives  were  a  continuation  of 
ongoing  interagency  efforts  to  ensure  that  examiners 
evaluate  bank  lending  activities  in  a  consistent,  prudent, 
and  balanced  manner. 

One  of  the  most  important  initiatives  involves  a 
proposal  to  revise  the  agencies'  requirements  for  real 
estate  appraisal  by  certified  or  licensed  appraisers  in  ways 
that  would  reduce  costs  to  banks  and  their  customers.   Such 
appraisals,  which  relate  to  a  requirement  of  Title  XI  of 
FIRREA,  would  be  required  less  often  under  these  revised 
rules.   To  implement  this  initiative,  rules  were  issued  for 
comment  last  year  and  approved  by  the  Board  on  March  9th. 
These  rules  do  three  things:  (1)  they  increase  the  threshold 
amount  for  which  such  appraisals  are  required  from  $100,000 
to  $250,000;  (2)  they  expand  the  "abundance  of  caution" 
exemption  for  business  loans,  so  that  an  appraisal  would  not 
be  required  when  the  value  of  real  estate  taken  to 
collateralize  a  loan  is  not  material  to  the  decision  to  make 
the  loan;  and  (3)  they  exempt  from  appraisals  business  loans 
of  less  than  $1  million,  where  the  principal  source  of 
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repayment  is  not  the  sale  of  or  income  from  the  real  estate 
held  as  collateral. 

Loans  secured  by  real  estate  are  an  important 
source  of  credit  for  many  small  and  mid-sized  businesses. 
Thus,  eliminating  the  requirement  to  obtain  an  appraisal  in 
the  cases  just  specified  should  work  to  their  clear 
advantage  by  reducing  costs.   At  the  same  time,  such 
exemptions  will  not  erode  the  safety  and  soundness  of  the 
lending  institutions. 

Other  actions  taken  by  the  agencies  to  facilitate 
small  business  lending  include  a  new  policy  that  permits 
qualified  banks  to  set  aside  a  portion  of  their  small- 
business  loan  portfolios.   The  selected  loans  will  be 
evaluated  by  examiners  only  on  the  basis  of  their 
performance  and  not  on  the  level  of  loan  documentation. 
This  change  is  intended  to  encourage  loans  to  smaller 
businesses  that  banks  believe  to  be  creditworthy  based,  for 
example,  on  the  borrower's  past  credit  experience  or  the 
bank's  general  knowledge  of  the  customer,  but  where  strict 
adherence  to  traditional  documentation  standards  and 
procedures  might  make  the  loan  too  costly. 

The  agencies  also  have  issued  numerous  statements 
in  the  past  year,  the  intent  of  which  has  been  to  clarify 
supervisory  policies  and  reporting  requirements.   These 
statements  deal  with  a  variety  of  issues  related  to  the 
treatment  of  troubled  real  estate  loans,  sales  of  foreclosed 
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properties,  restoration  of  problem  loans  to  performing 
status,  and  the  interagency  framework  for  assessing  loan 
quality. 

In  designing  each  of  these  initiatives,  the 
agencies  have  sought  to  remove  impediments  to  bank  lending 
that  might  occur  owing  to  unnecessary  costs  and  supervisory 
burdens.   Thus,  as  the  economy  develops  momentum  and  as 
underlying  demands  for  credit  pick  up,  these  actions  will 
help  ensure  that  credit  decisions  of  lenders  and  borrowers 
are  not  unduly  discouraged  by  costly  appraisal  and 
documentation  procedures  or  by  a  misunderstanding  of 
examination  policies. 
Trends  in  BuBinees  Financing  Activity 

Ultimately,  however,  the  major  determinant  of 
business  credit  use  and  availability  is  not  regulations  or 
supervisory  policies,  but  underlying  economic  and  financial 
forces.   In  this  regard,  we  are  beginning  to  see  evidence 
that  business  lending  has  picked  up,  including  small 
business  lending.   Indeed,  in  recent  quarters,  incoming  data 
on  the  economy  and  credit  flows  have  revealed  appreciable 
underlying  strength.   Let  me  briefly  review  some  recent 
trends  that  are  setting  the  stage  for  bank  credit  growth 
this  year. 

Through  much  of  1993,  overall  business  demands  for 
credit  remained  quite  weak.  In  the  aggregate,  nonfinancial 
businesses  largely  used  internal  funds  to  finance  growing 
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outlays  for  fixed  capital  and  inventories  and  continued  to 
focus  efforts  heavily  on  balance  sheet  restructuring.  When 
external  financing  was  needed,  it  was  concentrated  in 
capital  markets,  spurred  by  continuing  declines  in  bond 
rates  and  a  strong  stock  market.   Many  firms  used  proceeds 
from  new  security  offerings  to  pay  down  bank  loans.  Such 
paydowns  were  an  important  factor  contributing  to  the 
continued  weakness  in  total  business  loans  at  banks  last 
year. 

The  favorable  interest  rate  environment  and  the 
restructuring  activity  of  firms  have  produced  a  much 
healthier  business  sector.   Debt  service  burdens  have  fallen 
markedly.   Equity  cushions  seem  to  have  moved  to  more 
comfortable  levels.   Indicators  of  financial  stress, 
including  loan  default  rates  and  bankruptcy  filings,  have 
dropped  well  down  from  peaks  of  recent  years.   Banks  also 
have  charted  marked  improvements.   Equity  capital  climbed  to 
nearly  8  percent  of  assets  last  year,  buoyed  by  record 
earnings,  and  the  share  of  troubled  assets  on  the  books  of 
banks  dropped  to  its  lowest  level  since  1986. 

As  banks  have  become  more  assured  of  their  own 
financial  health  and  that  of  their  customers,  their 
willingness  to  lend  has  grown.   We  observed  on  Federal 
Reserve  surveys  last  year  a  consistent  easing  of  terms  and 
standards  on  business  and  consumer  loans  as  the  year 
progressed- -a  trend  that  has  continued  in  the  new  year.   The 
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easing  appears  to  have  been  more  substantial  for  large 
firms,  but  respondents  also  have  eased  standards  for  small 
firms.   The  reporting  banks  attributed  this  easing  to  the 
improved  economic  outlook  and  their  own  strong  capital 
positions . 

Moreover,  although  growth  of  total  business  loans 
was  held  down  last  year  by  restructuring  activity  of  big 
firms,  we  began  to  see  signs  of  a  pick-up  in  lending  to 
small  firms.   The  new  Call  Report  data  on  small  business 
loans  provide  some  evidence  of  this.   I  have  included  in  my 
testimony  a  set  of  tables  derived  from  the  new  Call  Reports. 
These  tables  show  the  breakdown  of  outstanding  loans  by  size 
of  loan  and  by  size  of  bank,  for  different  categories  of 
business  and  farm  loans.   Although  the  relationship  between 
the  size  of  the  credit  arrangement  that  a  bank  has  with  a 
business  customer  and  the  size  of  the  customer's  assets  or 
sales  is  not  precise,  our  surveys  and  examiner  experience 
suggest   there  is  a  strong  positive  correlation.   Thus,  we 
feel  comfortable  in  assuming  that  most  of  the  small  loans 
reported  by  banks  are  to  small  businesses. 

More  than  6,000  banks  indicated  on  the  June  Call 
that  "virtually  all"  of  their  loans  to  businesses  were  less 
than  $100,000  in  size.   We  singled  out  these  banks  to  see 
what  had  happened  to  their  lending  last  year.   We  found 
that,  while  aggregate  business  loans  were  running  off  last 
year,  this  subset  of  banks  maintained  and  increased  their 
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lending  to  small  customers.   [These  figures  are  shown  in 
Table  3.] 

More  generally,  in  the  first  two  months  of  this 
year,  growth  of  business  loans  at  all  domestic  banks  has 
strengthened.   Total  commercial  and  industrial  loans 
increased  at  an  average  annual  rate  of  7.5  percent  in 
January  and  February.   In  the  latest  survey  of  bank  lending 
officers,  respondents  indicated  that  the  demand  for  loans  by 
businesses  has  firmed,  largely  reflecting  increased  needs  to 
finance  inventories  and  investment  in  plant  and  equipment. 

These  signs  of  a  greater  willingness  to  borrow  and 
spend  on  the  part  of  businesses  are  quite  encouraging. 
Moreover,  banks,  which  are  better  capitalized  and  more 
liquid  than  they  have  been  in  a  long  while,  appear  to  be 
able  and  willing  to  meet  the  rising  credit  demands.   In  this 
environment,  I  believe  that  the  recent  initiatives  taken  in 
the  supervisory  area  will  help  to  facilitate  new  lending, 
particularly  to  smaller  borrowers. 
Need  for  Additional   Initiatives''. 

You  asked  my  opinion  about  the  need  for  additional 
initiatives.   In  this  regard.  I  view  the  steps  that  have 
recently  been  taken  as  an  ongoing  part  of  the  supervisory 
process.   This  process  is  never  complete.   Regulators  always 
have  to  remain  vigilant  to  possibilities  for  reducing 
burdens  and  making  the  supervisory  process  more  efficient. 
We  must  guard  against  implementing  new  policies  that  might 
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unnecessarily  impede  the  lending  process.   We  also  must  be 
aware  of  special  situations,  such  as  those  resulting  from 
the  California  earthquake,  when  there  may  be  a  need  to  ease 
standards  temporarily. 

And,  while  supervision  alone  can  play  only  a 
limited  role  in  spurring  aggregate  lending,  there  is  scope 
for  the  Congress  and  the  agencies  to  work  together  to  foster 
an  environment  for  banks  that  will  allow  them  to  make  sound 
loans  and  to  compete  efficiently  in  financial  markets. 
Important  in  this  regard  are  the  initiatives  now  before 
Congress  related  to  interstate  banking  and  broader  powers 
for  banks. 
Adequacy  of  Call  Report  Data  on  Small  BusinesBes  and  Farms 

Let  me  conclude  by  commenting  on  the  adequacy  of 
data  for  assessing  credit  availability  to  small  businesses. 
In  particular,  you  have  asked  about  the  new  data  we  now 
collect  on  the  Call  Reports.   The  new  Call  Report  data  are  a 
good,  albeit  not  perfect,  measure  of  bank  lending  to  small 
businesses.   We  believe  that  their  usefulness  as  an 
indicator  of  trends  in  bank  credit  flows  to  small  borrowers 
will  increase  each  year  as  we  collect  more  observations,  and 
the  data  will  be  a  valuable  supplement  to  information  we 
gather  from  other  sources. 

Our  experience  with  the  data  reported  for  the  first 
time  in  June  revealed,  as  might  be  expected,  a  number  of 
reporting  problems  that  needed  to  be  resolved.  Consequently, 
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the  staffs  of  the  relevant  agencies  have  made  a  number  of 
changes  to  the  reporting  instructions  designed  to  clarify  ' 
definitions  and  improve  the  quality  of  the  reported 
statistics.   The  agencies,  however,  did  not  see  the  need  to 
add  items  to  the  report  or  to  collect  information  by  size  of 
borrower  instead  of  size  of  loan  for  several  reasons. 

It  would  be  extremely  costly  for  most  banks  to 
provide  loan  data  by  size  of  "business"  because  their 
records- -especially  automated  records- -do  not  group  loans  in 
this  way.   We  recognized  that  any  particular  definition  of 
small  business  that  we  selected  might  not  be  easily 
available  to  all  reporting  institutions  nor  would  it  be 
appropriate  for  all  analytical  purposes.   Moreover,  Call 
Report  data,  whether  by  size  of  loan  or  borrower,  will  not 
yield  a  comprehensive  enough  view  to  evaluate  the  adequacy 
and  risks  of  small  business  financing.   For  example,  we 
would  need  information  on  items  such  as:  price  and  nonprice 
terms  of  business  loans;  personal  or  credit  card  loans  that 
are  used  for  business  purposes:  risk  characteristics  of  the 
borrower  and  the  firm's  access  to  capital;  and  the  cost  and 
availability  of  credit  from  nonbank  sources. 

The  Federal  Reserve  knows  that  banks  play  an 
important  role  in  supplying  credit  and  other  financial 
services  to  small  businesses,  and  we  have  a  strong 
commitment  to  better  understanding  how  the  financing  needs 
of  these  businesses  are  being  met.   It  is  for  this  reason 
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that  we  are  now  undertaking  an  extensive  survey  of  6,000 
small  businesses,  including  1,200  minority- owned  small 
businesses.   The  survey  will  gather  information  on 
characteristics  of  the  business  firms  and  their  owners,  on 
their  income  flows  and  balance  sheets,  on  their  use  of 
financial  services  and  credit  sources,  and  on  their  recent 
borrowing  experiences.   I  have  with  me  the  questionnaire 
developed  for  that  survey.   I  think  it  is  apparent  from  the 
size  of  this  document  that  the  information  we  hope  to  gain 
from  this  survey  would  be  impossible  to  collect  on  the  Call 
Report . 
Summary  Remarks 

Finally,  let  me  summarize  my  remarks  this  morning 
by  saying  that  the  Federal  Reserve  recognizes  the  highly 
important  role  that  small  business  firms  play  in  the  economy 
and  the  need  to  promote  the  flow  of  credit  to  these  firms. 
We  intend  to  continue  to  seek  ways,  consistent  with  safety 
and  soundness  standards,  to  achieve  this  objective. 
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1 BUSINESS  LOANS  AT  U.S.  COMMERCIAL  BANKS 

Amount  Outstanding  as 

ofJune30,1993 

Original  amount 

of  loan  or  line 

of  credit  or 

commitment 

(Thousands  of  dollars) 

Asset  size  of  bank 
(Millions  of  dollars) 

- 

<$100 

SlOO 

to 

S300 

S300 
to 

$1W) 

$1,000 

to 
$5,000 

>$5.000 

AU  banks 

Commercial  and  industrial  loans 

(Billiani 

of  (Mian) 

$100  or  less 

21.8 

17.7 

10.7 

9.6 

17.6 

77.4 

Greater  than  $100  thru  $250 

32 

4.5 

43 

5.5 

8.6 

26.1 

Greater  than  $250  thru  $1,000 

3.7 

7.6 

9.0 

12.9 

22.2 

55.4 

Greater  than  $1,000 

SL3. 

M 

122 

45.Q . 

213.1 

275.6 

Total  C&I  loans 

29.6 

342 

36.2 

73.0 

261.5 

434.5 

Loans  secured  by  nonfarm,  nonresidential  properties 

(Billions  of  doUars) 

$100  or  less 

15.7 

14.4 

6.8 

4.4 

5.0 

46.2 

Greater  than  $100  thru  $250 

3.8 

53 

4.4 

5.1 

7.2 

25.8 

Greater  than  $250  thru  $1,000 

6.4 

11.8 

11.7 

14.2 

21.6 

65.7 

Greater  than  $1,000 

L2. 

IS 

122 

28.8 

2^ 

123.2 

Ibtal  nonfarm,  nonres.  loans 

27.2 

37.0 

35.6 

52.5 

108.6 

260.9 

Sonne:  CallReportt 
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Table  2 


BUSINESS  LOANS  AT  U.S.  COMMERCIAL  BANKS 

Percent  Distribution  as  of  June  30, 1993 


Original  amount 

of  loan  or  line 

of  credit  or 

commitment 

(Thousands  of  dollars) 

Asset  size  of  bank 
(KGllions  of  dollars) 

<$100 

$100 

to 

$300 

$300 
to 

$1,000 

$1,000 

to 
$5,000 

>$5.000 

AU  banks 

Commercial  and  industrial  loans 

(Percent) 

$100  or  less 

73.7 

51.8 

29J 

13.2 

6.7 

17.8 

Greater  than  $100  thru  $250 

10.8 

13.2 

11.9 

7.5 

3.3 

6.0 

Greater  than  $250  thru  $1,000 

12.5 

22.2 

24.9 

17.7 

8.5 

12.8 

Greater  than  $1,000 

2S1 

12.8 

211 

M^ 

SL5. 

6M 

Total  C&I  loans 

100 

100 

100 

100 

100 

100 

Loans  secured  by  nonfarm,  nonresidential  properties 


(Percent) 

$100  or  less 

57.7 

38.9 

19.1 

8.4 

4.6 

17.7 

Greater  than  $100  thru  $250 

14.0 

143 

12.4 

9.7 

6.6 

9.9 

Greater  than  $250  thru  $1,000 

235 

31.9 

32.9 

27.0 

19.9 

25.2 

Greater  than  $1,000 

M 

14.9 

216 

5^ 

6i2 

422 

Total  nonfarm,  nonres.  loans 

100 

100 

100 

100 

100 

100 

Source:  Call  Reports 
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GROWTH  OF  BUSINESS  LOANS  AT  U.S.  COMMERCIAL  BANKS       . 

WITH  MOSTLY  SMALL  LOANS    ' 

Year 

TVpeofLoan 

Tbtal 
business 

Conimercial                  Nonfann, 
and                   nonresidential 
industrial                  real  estate 

Constniction 

and  land 
development 

Amount  outstanding,  year-end 

(Billions  of  dollars) 

1989 

59^ 

32.2 

21.1 

6.2 

1990 

62.6 

33.4 

23.1 

6.1 

1991 

63.1 

32.0 

25.3 

5.8 

1992 

64.9 

31.7 

27.4 

5.8 

1993 

713 

33.7 

30.7 

6.9 

1989 

Percent  change,  December  to  December 

6.6 

3.6 

13.3 

1.7 

1990 

52 

3.7 

9.5 

-1.3 

1991 

1.0 

-4.1 

9.8 

-4.7 

1992 

2.7 

-.9 

8.1 

-.6 

1993 

9.9 

6.2 

12.0 

20.4 

1993  Hl(«.uj«.) 

H2(<uu.lnu) 

7.4 
12.0 

4.8 
14.8 

9.8 
13.6 

9.8 
29.4 

1.  Banks  are  those  that  reported  on  the  June  30, 1993,  Call  Report  that  virtually  all  their  business  loans  were  in  amounts  of,  or  under 
lines  of  credit  or  commitment  of,  less  than  $100,000.  The  number  of  such  banks  totaled  6389.  About  300  of  these  banks  are  euiuded 
from  the  above  calculations  because  they  were  not  in  operation  four  yean  prior  to  1993. 

Source:  CallRepons 
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FARM  LOANS  AT  U.S.  COMMERCIAL  BANKS 

Amount  Outstanding  as  of  June  30, 1993 


- 

Asset  size  of  bank 

Original  amount 

(Millions  of  dollars) 

of  loan  or  line 

of  credit  or 

commitment 

(Thousands  of  dollars) 

<S100 

SlOO 

to 

$499 

$500 
to 

$4,999 

>$5.000 

All  banks 

Loans  secured  by  form  real  estate 

(Billions  of  dollars) 

$100  or  less 

8^6 

3.58 

0.79 

0.30 

13.23 

Greater  than  $100  thru  $250 

127 

1.00 

0.41 

0.25 

2.93 

Greater  than  $250  thru  $500 

059 

0.63 

033 

0.26 

1.82 

Greater  than  $500 

Q2L 

0.49 

0.64 

122 

2^ 

Total 

10.64 

5.70 

2.17 

2.08 

20.59 

Farm  production  loans 

( Billions  of  doUars  ) 

$100  or  less 

15.89 

5.25 

li4 

0.70 

23.38 

Greater  than  $100  thru  $250 

1.51 

0.92 

05A 

0.44 

3.41 

Greater  than  $250  thru  $500 

0.77 

0.61 

0.41 

0.45 

2.25 

Greater  than  $500 

0.41 

0.60 

IM 

131 

6.34 

Total 

1858 

738 

4.09 

5.32 

35.38 

Source:  CalJ  Reports 
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TkbleS 


Original  amount 

of  loan  or  line 

of  credit  or 

commitment 

(Thousands  of  dollars) 


FARM  LOANS  AT  U.S.  COMMERCIAL  BANKS 

Percent  Distribution  as  of  June  30, 1993 

Asset  size  of  bank 
(Millions  of  dollars) 


$100  or  less 

Greater  than  $100  thru  $250 
Greater  than  $250  thru  $500 
Greater  than  $500 
Total 


SlOO 

to 

<$100  $499 


80^ 

11.9 

5.6 

2Si. 

100 


$500 
to 

$4,999 


Loans  secured  by  fiarm  real  estate 


62.8 

17i 
11.1 

a^ 

100 


(Percent) 
36.4 

18.9 
152 
29.5 
100 


14.4 
12.0 
12.5 
fill 
100 


>$S.000       All  banks 


64.3 

14.2 
8.8 

12.7 
100 


Farm  production  loans 


$100  or  less 

Greater  than  $100  thni  $250 
Greater  than  $250  thru  $500 
Greater  than  $500 
Total 


85.6 
8.1 
4.1 
22 
100 


71.1 

125 

8.3 

M 

100 


(Percent) 
37.7 
13.2 
10.0 
39.1 
100 


13.2 
8.3 
8.4 

70.1 
100 


66.1 
9.6 
6.4 

17.9 
100 


Source:  Call  Reports 
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. 

GROWTH  OF  FARM  LOANS  AT  U.S.  COMMERCIAL  BANKS 

WITH  MOSTLY  SMALL  FARM  LOANS  ' 

Year 

Type  of  Loan 

Total 
fann 

Fann 
production 

Secured  by 

farm 
real  estate 

Amount  outstanding,  year- 

-end 

(BilikmsofdoUan) 

1989 

20^ 

13.0 

7.5 

1990 

27,?, 

14.1 

8.1 

1991 

23.8 

15.1 

8.7 

1992 

25.1 

15.6 

9J 

1993 

27.4 

16.9 

10.5 

1989 

Percent  change,  December  to  December 

7.0 

6.3 

8.3 

1990 

8.1 

8.2 

7.9 

1991 

7.5 

73 

7.6 

1992 

5.2 

2.8 

9.2 

1993 

9.1 

8.4 

10.3 

1993  HI 

(mmainu) 

9.6 

8.0 

12.2 

H2 

(•—mlnm) 

8.4 

8.6 

8.0 

1.  Btnla  are  thoK  that  reported  on  tfae  June  30, 1993,  Call  Repon  Ihu  viitually  lU  their fum  loim  i>eie  io  amounti of, oruoder  lines 
of  credit  or  oommitment  of,  lest  than  $100,000.  The  Dumber  of  lucfa  banks  totaled  7^3.  About  57S  of  these  banks  are  excluded  from  the 
above  calculations  because  they  were  not  in  operation  four  yean  piior  to  1993. 

Source:  Call  R^ortt 
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Mr.  Chairman  and  members  of  the  Committee,  I  appreciate  this  opportunity  to  discuss 
the  Administration's  program  for  improving  the  availability  of  credit  to  small  businesses  and 
other  borrowers.  Ensuring  access  to  credit  is  vitally  important  both  to  the  small  business 
community  and  to  the  economy  as  a  whole.  I  commend  you  for  your  efforts  to  focus  attention 
on  this  issue. 

Introduction 

Small  businesses  play  a  critical  role  in  the  U.S.  economy.  They  contribute 
disproportionately  to  growth  in  jobs  and  productivity,  and  are  an  important  source  of 
competition  and  innovation.  Unlike  large,  publicly  traded  corporations,  which  can-and 
increasingly  have-turned  to  other  sources  of  financing,  small  businesses  depend  heavily  on 
bank  loans  to  obtain  operating  capital  and  financing  for  expansion  and  have  few  alternatives 
when  the  supply  of  credit  shrinks.  (For  example,  according  to  Census  data,  small 
manufacmring  businesses  in  the  aggregate  obtain  40  percent  of  their  external  financing  from 
bank  loans,  compared  to  15  percent  for  the  largest  manufacturing  fiims.)  Bank  loans  also  play 
an  important  role  in  financing  new  small  businesses,  a  key  ingredient  in  the  revitalization  of 
economically  distressed  communities. 

When  President  Clinton  took  office  in  January  of  1993,  one  of  his  first  priorities  was 
improving  the  availability  of  credit.  At  that  time,  small  businessmen  and  women  in  all  parts 
of  the  country  were  having  difficulty  obtaining  credit  for  businesses  or  projects  that  they 
considered  sound  and  for  which  they  believed  they  would  have  received  credit  in  the  past.  We 
were  hearing  many  reports  of  small  firms  whose  lines  of  credit  were  cut  off,  despite  sound 
business  prospects  and  unblemished  credit  histories. 

Aggregate  lending  data  also  provide  evidence  of  a  credit  crunch.  Between  the  first 
quarter  of  1990  and  the  first  quarter  of  1993,  total  bank  loans  to  U.S.  commercial  and 
industrial  borrowers  fell  by  $81  billion,  or  15  percent.  The  decline  in  lending  was  most 
pronounced  in  those  regions  that  were  recovering  most  slowly  from  the  recession  of  1990,  but 
it  was  felt  in  all  parts  of  the  country.  Potential  borrowers  faced  high  interest  rates,  shorter 
loan  terms,  increased  requirements  for  collateral,  and  more  restrictive  loan  covenants-all  of 
which  served  to  reduce  the  availability  of  credit. 

Although  federal  banking  and  thrift  agencies  did  not  at  that  time  collect  data  on  loan 
size,  we  believe  that  small  businesses  experienced  greater  problems  with  credit  availability 
than  did  larger  borrowers.  That  conclusion  is  supported  by  the  limited  information  available 
from  industry  surveys. 

The  decline  in  bank  lending  in  the  late  1980s  had  many  causes.  Part  of  the  decline 
stemmed  from  weakness  in  the  overall  economy.  During  periods  of  recession  or  slow 
economic  growth,  there  are  fewer  profitable  opportunities  for  business  start-ups  or  expansion. 
Firms  are  less  willing  to  invest  in  capital  improvements  or  to  increase  their  inventories. 
Consequently,  the  demand  for  short-term  credit,  including  bank  loans,  declines.  Furthermore, 
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those  businesses  that  do  seek  credit  tend  to  have  less  financial  capacity  to  service  their  loans 
(since  sales  volumes  are  down)  than  they  would  during  periods  of  full  employment.  Thus, 
during  a  recession,  banks  tend  to  receive  fewer  loan  applications,  and  potential  loan  applicants 
tend  to  be,  on  average,  less  creditworthy. 

Another  part  of  the  decline  in  bank  lending  stemmed  from  long-term  structural  changes 
in  financial  markets  that  have  reduced  the  banking  industry's  role  as  a  provider  of  credit.  Just 
as  large  corporations  with  strong  credit  ratings  have  increasingly  turned  to  the  commercial 
paper  market,  through  which  they  can  raise  funds  more  cheaply  than  by  borrowing  from 
banks,  small  borrowers  have  turned  to  some  degree  to  finance  companies  and  other  nonbank 
lenders  for  their  credit  needs.  Finance  companies  increased  their  share  of  short-term  credit 
from  5.8  percent  in  1952  to  16.5  percent  in  1993.  Although  the  volume  of  bank  lending  can 
be  expected  to  rebound  as  the  economic  recovery  continues,  it  will  be  difficult  for  the  banking 
industry  to  recover  all  of  the  lending  business  that  it  has  lost  over  the  past  decade  to  the 
connmercial  paper  market  and  to  finance  companies. 

There  are  limits  to  how  much  bank  regulators  can  do  to  counter  the  effects  that  an 
economic  downturn  or  growth  in  competition  from  other  financial  sectors  has  on  credit 
availability.  But  there  is  a  great  deal  that  we  can  do  about  a  third  cause  of  the  decline  in 
lending  during  the  late  1980s.  During  that  period,  federal  bank  and  thrift  regulatory  agencies 
increased  the  intensity  of  their  supervision,  seeking  to  avoid  a  repetition  of  the  large  losses 
sustained  in  the  preceding  years  by  many  of  the  institutions  they  supervised.  Bank  examiners 
increased  their  criticism  of  loans  and  required  banks  to  make  larger  additions  to  their  loan  loss 
reserves,  in  order  to  reflect  the  reduced  credit  quality  that  was  a  natural  outgrowth  of  the 
weakness  in  the  economy.  At  the  same  time,  the  Congress  made  sweeping  changes  in  the 
nation's  banking  laws,  motivated  in  large  part  by  the  desire  to  reduce  the  risk  of  loss  to  the 
federal  deposit  insurance  system.  While  these  changes  were  generally  desirable  and 
appropriate,  and  have  helped  to  restore  the  health  and  soundness  of  the  banking  industry,  they 
also  had  some  significant  economic  side-effects.  Most  tangibly,  they  raised  the  cost  to  banks 
of  making  loans.  Less  tangibly,  but  perhaps  more  importantly,  they  helped  foster  a  business 
environment  in  which  bankers  were  in  some  instances  unduly  cautious  about  making  loans. 

The  President's  Credit  Availability  Program 

Immediately  upon  uking  office,  the  President  recognized  the  urgent  need  to  reform 
regulatory  practices  that  discouraged  banks  from  making  sound  loans,  and  to  signal  clearly  to 
the  banking  industry  the  importance  of  lending  to  the  economic  recovery.  On  March  10, 
1993,  the  President  announced  a  program  of  eleven  specific  regulatory  and  administrative 
policy  changes  directed  at  increasing  the  flow  of  credit  to  sound  borrowers-with  particular 
emphasis  on  small  and  medium-sized  businesses-while  maintaining  safety  and  soundness.  He 
also  directed  the  federal  agencies  supervising  banks  and  thrifts  to  find  additional  ways  to 
reduce  regulatory  burdens  that  impeded  the  flow  of  credit  to  small  businesses  and  other 
borrowers. 
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The  federal  banking  and  thrift  agencies  have  worked  together  over  the  past  year  to 
carry  out  the  changes  the  President  outlined.  All  of  the  eleven  initiatives  that  constitute  the 
first  phase  of  the  President's  program  have  now  been  completed,  with  the  exception  of  one 
regulation  which  we  expect  to  issue  in  final  form  shortly.  Several  additional  initiatives  have 
been  undertaken  as  part  of  the  second  phase  of  the  President's  program,  and  we  expect  to  add 
to  that  number  in  the  coming  months. 

Some  of  our  initiatives  eliminate  supervisory  impediments  to  lending,  making  it  easier 
for  banks  to  extend  credit  to  small  businesses  and  other  borrowers.  Others  are  aimed 
primarily  at  reducing  the  burden  of  complying  with  bank  regulation,  consistent  with 
maintaining  safety  and  soundness.  Finally,  several  of  the  initiatives  make  it  easier  for  banks 
to  maintain  credit  for  small  businesses  and  other  borrowers  who  are  having  problems  servicing 
their  loans.    Later  in  my  statement  I  will  describe  each  of  these  initiatives  briefly. 

Results 

In  the  twelve  months  since  the  first  elements  of  the  credit  availability  program  were 
announced,  we  have  seen  the  beginning  of  a  resurgence  in  lending.  When  I  last  testified 
before  this  Committee,  there  was  widespread  concern  over  the  fact  that  banks  had  for  some 
time  been  investing  in  securities  instead  of  making  loans.  Between  the  first  quarter  of  1990 
through  the  first  quarter  of  1993,  total  loans  at  all  insured  banks  fell  by  $85  billion,  while  their 
holdings  of  investment  securities  increased  by  almost  $200  billion.  From  the  first  quarter  of 
1993,  when  we  instituted  the  first  measures  of  the  credit  availability  program,  to  the  end  of 
the  year,  total  loans  increased  by  nearly  $130  billion,  while  bank  holdings  of  investment 
securities  increased  by  only  $35  billion. 
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Bank  lending  to  commercial  and  industrial  enterprises  has  not  recovered  as  quickjy  as 
other  forms  of  lending,  but  here  too  there  are  signs  of  a  resurgence.  After  falling  $78  billion 
over  the  preceding  ten  quarters,  the  decline  in  total  bank  loans  to  U.S.  commercial  and 
industrial  borrowers  slowed  in  the  third  quarter  of  1992,  shrinking  by  $10  billion  in  the 
following  four  quarters.  Preliminary  data  show  a  significant  increase  in  the  fourth  quarter  of 
1993:  total  bank  loans  to  U.S.  commercial  and  industrial  borrowers  increased  by  $9.2  billion, 
or  two  percent,  from  the  third-quarter  level.  This  increase  is  almost  as  great  as  the  largest 
quarterly  decline  at  the  peak  of  the  credit  crunch,  in  1991. 
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Results  from  national  banks  are  even  more  encouraging.  After  declining  by  $57  billion 
between  the  first  quarter  of  1990  and  the  third  quarter  of  1992,  U.S.  C&I  loans  by  national 
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banks  rose  by  almost  $2  billion  in  the  following  four  quarters,  and  by  an  additional  $4.5 
billion  in  the  fourth  quarter  of  1993. 

Most  of  the  improvement  in  credit  availability  has  come  in  the  fourth  quarter  of  1993, 
following  two  quarters  of  only  modest  improvement.  But  we  should  expect  some  lag  between 
the  adoption  of  relief  measures  and  their  effect  on  aggregate  loan  data.  It  takes  time  for 
banks  to  revise  their  lending  policies  to  take  advantage  of  the  new  policies,  and  to  reestablish 
relationships  with  borrowers. 

Since  these  figures  are  for  commercial  and  industrial  loans  to  all  borrowers,  large  and 
small,  we  caimot  be  sure  on  the  basis  of  these  data  that  small  businesses  are  benefitting  from 
a  resurgence  in  lending  activity,  but  we  have  other  reasons  to  believe  that  this  is  the  case.  The 
Federal  Reserve  Board  conducts  a  periodic  Senior  Loan  Officer  Opinion  Survey  on  Bank 
Lending  Practices  that  gathers  information  on  credit  terms  and  loan  demand.  Most  of  the 
banks  responding  to  the  survey  reported  that  they  stopped  tightening  their  lending  terms  for 
commercial  and  industrial  loans  in  mid- 1992.  During  1993,  virtually  none  of  the  respondent 
banks  reported  any  tightening,  and  a  significant  number  reported  some  easing  in  the  price  of 
credit  or  other  terms,  such  as  credit  line  size  and  collateral  requirements.  Respondents  also 
reported  an  increase  in  the  demand  for  credit  by  firms  of  all  sizes  throughout  1993  and  the 
first  part  of  1994.  In  the  February  1994  survey,  for  the  first  time,  considerably  larger 
numbers  of  domestic  respondents  reported  stronger  demand  for  business  loans  in  all  size 
groups,  including  small  borrowers. 

The  many  external  forces  that  influence  loan  activity  make  it  difficult  to  attribute 
changes  in  lending  patterns  to  any  one  cause.  Declining  interest  rates,  the  improving 
economy,  and  the  improved  financial  condition  of  banks  have  all  contributed  to  a  general 
easing  of  credit  terms  and  an  increase  in  loan  demand.  But  we  believe  that  our  initiatives  are 
making  a  significant  contribution  to  a  resurgence  in  small  business  lending.  Banks  are  taking 
advantage  of  the  policy  changes  that  we  have  made.  We  have  received  unsolicited 
communications  from  bankers  who  have  told  us  that  the  program  has  been  helping  them. 
Many  have  indicated  that  these  initiatives  convey  an  important  message:  that  bank  regulators 
want  to  reduce  burden  and  support  new  lending. 

Our  initiatives  proved  particularly  timely  in  helping  us  to  respond  to  the  floods  in  the 
Midwest  last  summer  and  the  earthquake  in  Los  Angeles  in  January.  In  combination  with  a 
number  of  initiatives  targeted  specifically  at  victims  of  these  two  disasters,  they  allowed  banks 
to  work  with  borrowers  who  needed  to  extend  repayment  periods  or  restrucmre  their  loans, 
and  helped  to  ensure  that  federal  regulations  and  policies  did  not  force  lenders  to  take  actions 
that  would  add  to  the  economic  problems  caused  by  the  disasters. 

There  are  indications  that  the  trend  toward  greater  credit  availability  will  continue  in 
the  next  few  quarters.  Delinquency  rates  and  charge-off  rates  for  all  types  of  loans-consumer, 
real  estate,  and  commercial  and  industrial-have  fallen  sharply  from  their  1991  peaks.  For 
example,  delinquency  rates  for  C&I  loans  in  the  4th  quarter  of  1993  were  at  the  lowest  level 
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in  the  ten-year  history  of  the  series.  As  banks  continue  to  work  out  their  problem  credits,  they 
place  themselves  in  a  better  position  to  increase  new  lending. 

Moreover,  bank  profits  remain  at  or  near  record  levels,  and  most  banks  are  maintaining 
capital  ratios  well  above  regulatory  minimums.  The  general  improvement  in  economic 
conditions  should  make  it  possible  for  banks  to  make  the  greatest  possible  use  of  the  flexibility 
that  our  credit  availability  initiatives  provide. 

I  will  now  provide  a  brief  description  of  the  principal  initiatives  that  we  have 
undertaken  as  part  of  the  President's  credit  availability  program—those  already  completed  as 
well  as  those  on  which  we  are  currently  working. 

Phase  One  Initiatives 

I.  Encouraging  Small  Business  Lending 

Loan  Documentation.  One  of  the  most  frequently  cited  impediments  to  small  business 
lending  is  the  amount  of  documentation  that  examiners  expect  banks  to  collect  and  maintain 
in  order  to  avoid  criticism  and  possible  loan  charge-offs.  In  many  cases,  a  bank's  willingness 
to  lend  is  based  on  the  reputation  of  the  borrower  or  other  factors  that  are  difficult  to 
document  to  the  satisfaction  of  examiners.  To  encourage  increased  lending,  the  banking 
agencies  issued  a  Joint  policy  statement  on  March  30  that  allows  well  or  adequately  capitalized 
banks  with  a  composite  CAMEL  rating  of  1  or  2  to  set  aside  a  portion  of  their  small  and 
medium-sized  business  loans  that  will  be  examined  solely  on  the  basis  of  the  loans' 
performance.  As  long  as  credits  in  this  loan  "basket"  are  performing  adequately,  they  will  be 
exempt  from  examiner  criticism  on  the  basis  of  documentation.  On  August  12,  the  OCC 
extended  the  policy  to  include  CAMEL-3  rated  banks,  with  prior  OCC  approval;  and  on 
February  10,  we  extended  it  to  all  CAMEL-3  rated  banks  located  in  areas  affected  by  the  Los 
Angeles  earthquake. 

To  date,  124  national  banks  have  taken  advantage  of  the  new  policy.  We  continue  to 
monitor  its  use  and  to  look  for  ways  to  encourage  banks  to  use  it  without  sacrificing  safety  and 
soundness.  While  it  is  too  early  to  judge  whether  this  concept  will  be  of  lasting  benefit  to  the 
industry,  we  believe  that  it  has  encouraged  not  only  those  banks  actually  participating  in  the 
program,  but  also  other  banks,  to  make  more  small  business  loans.  The  fact  that  a  regulator 
develops  policies  to  encourage  small  business  lending  sends  a  very  strong  message  to  the 
industry —one  that  we  believe  is  getting  through. 

Real  Estate  Appraisals.  Because  small  businesses  often  have  few  tangible  assets,  their 
owners  frequently  secure  loans  with  mortgages  on  their  places  of  businesses  or  their  homes, 
even  though  the  source  of  repayment  for  the  loan  is  the  cash  flow  from  the  business  itself. 
The  banking  and  thrift  agencies  have  proposed  changes  to  their  appraisal  rules  that  will 
eliminate  the  need  for  many  small  borrowers  to  obtain  costly  appraisals,  without  compromising 
safety  and  soundness.   The  changes  would  increase  from  $100,000  to  $250,000  the  threshold 
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loan  size  below  which  appraisals  are  not  required;  expand  existing  exemptions  to  the  appraisal 
requirements;  and  identify  additional  circumstances,  particularly  for  small  business  lending, 
in  which  appraisals  are  not  required.  For  example,  business  loans  under  $1  million  would  not 
require  appraisals  when  real  estate  collateral  is  not  the  primary  source  of  repayment.  The 
proposal  would  also  allow  renewals  and  refmancings  without  an  appraisal  as  long  as  there  had 
been  no  material  deterioration  in  market  conditions.  These  changes  should  make  it  easier  for 
small  and  medium-sized  businesses  to  obtain  credit.   We  expect  to  issue  a  final  rule  shortly. 

Valuation  of  Real  Esute  Loan  Collateral.  One  impediment  to  making  credit  available 
to  commercial  real  estate  borrowers  may  have  been  overly  conservative  evaluation  of  real 
estate  collateral.  Small  business  borrowers,  like  many  other  commercial  borrowers,  sometimes 
use  real  estate  as  collateral  for  obtaining  loans.  Overly  conservative  evaluations  of  the  value 
of  loan  collateral  can  cause  a  loan  to  be  denied  or  a  lending  relationship  to  be  curtailed. 

On  June  10,  the  agencies  reaffirmed  previous  guidelines  on  the  review  and  classification 
of  commercial  real  estate  loans,  first  issued  in  November  of  1991.  Those  guidelines  state 
explicitly  that  such  loans  should  be  evaluated  on  the  basis  of  the  borrower's  capacity  and 
willingness  to  repay  the  loan  and  on  the  property's  income-producing  capacity,  not  on 
liquidation  values. 

Fair  Tending.  Fair  lending  initiatives  seek  to  ensure  that  access  to  credit  is  available 
to  all  potential  borrowers  on  a  nondiscriminatory  basis.  These  initiatives  are  an  essential  part 
of  the  Administration's  credit  availability  program. 

On  May  5,  the  OCC  issued  new  procedures  for  examiners  to  use  in  identifying 
discrimination  in  home  mortgage  lending  by  national  banks.  These  fair  lending  procedures 
will  obtain  the  answers  to  two  questions:  whether  applicants  with  the  same  qualifications 
achieved  the  same  loan  outcome,  regardless  of  race  or  national  origin;  and  whether  the  bank 
gave  the  same  amount  of  assistance  to  minority  and  non-minority  applicants  during  the 
application  process.  The  OCC  will  also  use  "testers"  to  determine  whether  potential  borrowers 
are  treated  in  a  non-discriminatory  manner  before  they  file  a  loan  application,  and  we  will  use 
statistical  analysis  of  loan  decisions  to  augment  our  examination  procedures  at  large  banks. 

On  May  27,  1993,  the  banking  and  thrift  agencies  announced  initiatives  that  will 
enhance  their  ability  to  detect  lending  discrimination,  improve  the  level  of  education  they 
provide  to  the  industry  and  to  their  examiners,  and  strengthen  fair  lending  enforcement.  The 
heads  of  the  bank  and  thrift  regulatory  agencies  signed  a  joint  statement  on  Fair  Lending 
Expectations.  The  letter  expresses  the  regulatory  agencies'  expectations  that  all  financial 
institutions  will  do  their  part  to  design  programs  to  ensure  access  to  credit  on  a  non- 
discriminatory basis. 

Earlier  this  month,  all  ten  federal  agencies  invol  ed  in  fair  lending  supervision  and 
enforcement  established  an  Interagency  Task  Force  on  Vi\t  Lending,  which  will  provide  a 
formal  mechanism  for  coordinating  our  fair  lending  efforts.   As  its  first  act,  the  Task  Force 
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approved  an  Interagency  Policy  Statement  on  Discrimination  in  Lending. 

The  OCC  is  also  working  on  our  ability  to  detect  lending  discrimination  by  revising  the 
supervisory  enforcement  policy  for  dealing  with  violations  of  the  Equal  Credit  Opportunity  and 
Fair  Housing  Acts,  and  enhancing  training  . 

Complaints.  In  the  past,  some  borrowers  who  felt  they  were  unfairly  denied  credit  may 
have  felt  they  had  no  clear  avenue  for  seeking  redress  with  federal  banking  authorities.  As 
part  of  the  President's  credit  availability  program,  each  of  the  banking  agencies  is  conducting 
an  internal  review  of  its  procedures  for  handling  consumer  complaints.  In  particular,  we  have 
expedited  our  handling  of  fair  lending  complaints. 

Ombudsman.  All  of  the  federal  bank  regulatory  agencies  have  made  changes  to  their 
appeals  processes  to  ensure  that  banks  have  a  fair  and  impartial  avenue  for  review  of 
examiners'  decision.  On  August  13,  the  OCC  appointed  Samuel  P.  Golden,  an  experienced 
and  highly  respected  examiner,  as  the  agency's  first  ombudsman.  The  ombudsman  reports 
directly  to  the  Comptroller,  and  has  the  authority  to  supersede  any  agency  decision  or  action 
during  the  course  of  an  appeal.  The  appeals  process  will  focus  on  resolving  disagreements 
fairly  and  expeditiously,  with  due  process,  and  without  fear  of  retribution.  The  ombudsman's 
role  provides  the  OCC  with  a  double  benefit:  not  only  is  he  resolving  problems  raised  by 
individual  bankers,  but  he  is  also  bringing  their  concerns  to  the  attention  of  senior  OCC 
officials  so  we  can  identify  policies  that  need  to  be  amended  or  clarified. 

II.  Reducing  Supervisory  Burdens 

Coordinated  Examinations.  On  June  10,  the  agencies  announced  a  program  for 
coordinating  examination  activities  among  agencies  with  shared  supervisory  responsibilities  for 
individual  banking  companies.  The  purpose  of  the  program  is  to  avoid  duplicative  examination 
efforts  wherever  possible,  and  to  minimize  the  disruption  that  examinations  cause  to  lending 
activities. 

The  OCC  and  the  FDIC  are  now  sharing  examination  schedules,  to  better  coordinate 
our  supervision  of  banking  firms  that  have  both  national  and  state-chartered  banks. 

III.  Working  Through  Problem  Loans 

In-Substance  Foreclosure  Rules.  In  the  past,  the  agencies'  rules  required  in-substance 
foreclosures  (loans  secured  by  collateral  whose  value  had  declined  below  the  outstanding  loan 
principal)  to  be  reported  as  "other  real  estate  owned"  (OREO)  and  carried  at  fair  market  value, 
even  if  the  loans  were  current  on  principal  and  interest  and  could  reasonably  be  expected  to 
be  repaid  in  a  timely  fashion.  On  June  10,  the  agencies  issued  a  joint  statement  making  it 
clear  that  banks  need  not  report  such  loans  at  fair  value  unless  foreclosure  is  likely,  and  need 
not  report  them  as  OREO  until  they  actually  foreclose  on  the  property.  The  new  policy  will 
encourage  banks  to  work  with  borrowers  to  see  them  through  temporary  difficulties  by 
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allowing  the  bank  to  carry  restructured  loans  on  their  balance  sheets  at  values  that  reflect  their 
actual  prospects  for  repayment. 

>Special  Mention  Assets.  "Special  mention  assets"  (previously  referred  to  as  "other 
assets  especially  mentioned"  or  OAEM)  are  loans  that  are  flagged  for  increased  scrutiny  by 
bank  managers  and  examiners  because  they  are  have  potential  weaknesses  that  could  result  in 
deterioration  in  repayment  prospects  at  some  future  date.  Without  a  clear  and  consistent 
definition  of  these  loans,  some  banks  and  some  examiners  aggregated  them  with  other 
classified  assets  when  evaluating  the  adequacy  of  the  bank's  capital  and  allowance  for  loan 
losses.  Because  many  small  business  loans,  due  to  their  unusual  structure,  often  fall  into  this 
category,  that  treatment  had  the  effect  of  discouraging  banks  from  making  small  business 
loans. 

On  June  10,  the  four  federal  banking  and  thrift  agencies  issued  a  joint  statement 
clarifying  the  definition  and  proper  use  of  the  special  mention  assets  loan  rating  category.  The 
agencies  agreed  to  use  the  term  "classified  assets"  to  describe  currently  impaired  assets,  for 
which  partial  or  complete  write-off  against  capital  may  be  required.  They  also  agreed  that 
special  mention  assets  will  not  be  considered  criticized  assets  for  purposes  of  evaluating  the 
adequacy  of  a  bank's  capital  and  loan  loss  reserves. 

Nnnaccrual  Ix^ans.  In  the  past,  delinquent  loans  could  not  be  returned  to  accrual  status, 
even  when  the  borrower  was  able  to~and  fully  intended  to-repay  some  or  all  of  the 
outstanding  principal  and  interest  in  a  timely  fashion.  Loans  could  only  be  returned  to  accrual 
status  if  they  were  first  brought  current  on  all  interest  and  principal  payments  due.  On 
June  10,  the  agencies  revised  their  policies  to  make  it  easier  for  banks  to  restrucmre  impaired 
loans  and  return  to  accrual  status  the  portion  of  the  loans  that  they  expect  borrowers  to  repay. 
The  revision  also  permits  banks  to  return  past-due  loans  to  accrual  status,  provided  the  bank 
expects  to  collect  all  principal  and  interest  due  and  the  borrower  has  demonstrated  a  sustained 
period  of  repayment  performance  in  accordance  with  the  contracmal  terms  of  the  loan.  These 
revisions  will  make  it  easier  for  banks  to  work  with  borrowers  who  are  experiencing 
temporary  difficulties,  while  at  the  same  time  improving  the  accuracy  of  financial  disclosures 
by  banks. 

Financing  Other  Real  Estate  Owned.  Most  purchasers  of  "other  real  estate  owned" 
(OREO)-which  can  include  collateral  obtained  in  settlement  of  defaulted  small  business  loans- 
need  bank  financing  for  their  purchase.  In  the  past,  the  regulations  governing  the  appraisal 
and  accounting  treatment  of  OREO  made  financing  sales  of  OREO  unattractive  for  national 
banks.  This,  in  turn,  may  have  induced  banks  to  imposes  more  conservative  underwriting 
standards  on  small  business  loans,  since  the  banks  would  have  more  difficulty  recovering  their 
investment  in  the  event  they  had  to  foreclose  on  the  loans. 

On  September  2,  the  OCC  published  revised  rules  that  brought  the  appraisal 
requirements  for  OREO  into  conformance  with  our  appraisal  requirements  for  real  estate  loans. 
The  new  rules  also  allow  banks  to  apply  generally  accepted  accounting  practices  to  transactions 
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that  finance  OREO  sales. 

Phase  Two  Initiatives 

The  OCC's  efforts  to  improve  the  availability  of  credit  will  not  end  with  the  completion 
of  these  eleven  initiatives.  We  believe  that  we  have  an  ongoing  responsibility  to  come  up  with 
new  policies  that  encourage  small  business  lending,  reduce  supervisory  burdens,  and  make  it 
easier  for  banks  to  work  with  troubled  borrowers.  We  have  already  come  up  with  a  number 
of  new  initiatives,  which  I  will  now  outline  for  the  Conunittee. 

I.  Encouraging  Small  Business  Lending 

Small  Business  Lending  Advi.sory.  The  OCC  is  preparing  an  advisory  letter  to  all 
national  banks  that  will  provide  information  on  ways  of  meeting  the  credit  needs  of  small 
business  borrowers  more  economically  and  effectively.  Small  business  lending  is  a  targeted 
area  of  growth  for  many  banks.  In  some  cases,  banks  have  established  centralized  departments 
to  market  and  underwrite  loans  to  small  businesses.  A  number  of  banks  have  successfully 
adapted  some  of  their  underwriting  and  credit  administration  processes  usually  associated  with 
consumer  lending  to  their  small  business  lending  programs.  For  example,  some  banks  are 
using  standardized  loan  products,  credit  scoring,  and  increased  reliance  on  credit  bureaus  to 
streamline  their  small  business  lending.  In  general,  the  OCC  supports  these  new  approaches, 
provided  bank  managers  and  directors  define  acceptable  levels  of  risk  and  ensure  that 
appropriate  operating  procedures  and  controls  are  in  place,  and  provided  also  that  such 
procedures  do  not  restrict  credit  availability  to  particular  areas  or  types  of  borrowers.  The 
advisory  letter  is  part  of  our  efforts  to  disseminate  "best  banking  practices."  The  letter  will 
also  solicit  additional  suggestions  on  steps  regulators  could  take  to  eliminate  regulatory 
impediments  to  the  flow  of  credit  to  small  business  borrowers. 

Regulation  Review.  In  mid-1993,  the  OCC  began  a  top-to-bottom  review  of  all  of  its 
rules  and  regulations  with  two  goals  in  mind:  to  eliminate  those  that  are  not  needed  to  protect 
against  risks,  support  equal  access  to  banking  services  for  all  customers,  or  to  accomplish  the 
OCC's  other  statutory  responsibilities;  and  to  make  those  rules  which  are  needed  both  concise 
and  understandable.  This  review  is  a  substantial  undertaking  for  the  OCC,  and  will  not  be 
completed  overnight.  But  I  am  pleased  to  be  able  to  report  the  first  product  of  our  review: 
a  proposed  revision  of  the  regulations  governing  limits  on  loans  to  one  borrower,  which  I  will 
now  describe. 

Federal  banking  laws  generally  prohibit  banks  and  thrifts  from  lending  more  than  15 
percent  of  unimpaired  capital  and  surplus  to  any  one  borrower,  in  order  to  limit  the  bank's 
exposure  if  the  borrower  defaults.'  One  largely  unintended  consequence  of  this  limitation  has 


'      Banks  are  permitted  to  lend  an  additional  10  percent  of  their  unimpaired  capital  and  surplus  to 
the  same  borrower,  provided  these  loans  are  fully  secured  by  readily  marketable  collateral. 
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been  that  a  bank  whose  capital  declines,  for  whatever  reason,  may  be  unable  to  make  good  on 
loan  commitments,  or  to  renew  loans,  that  were  made  in  good  faith  and  that  conformed  to  the 
bank's  lending  limit  at  the  time  the  original  loan  commitment  or  extension  of  credit  was  made. 
Because  many  small  businesses  borrow  from  small  banks,  which  have  correspondingly  small 
lending  limits,  this  problem  has  been  particularly  severe  for  small  businesses.  Their 
difficulties  are  compounded  by  the  fact  that  they  have  few  alternative  sources  of  financing 
when  bank  credit  is  withdrawn. 

On  February  8,  using  the  discretion  provided  by  the  statute,  the  OCC  published  in  the 
Federal  Register  proposed  revisions  to  its  lending  limit  regulations  that  would  permit  a  national 
bank  to  lend  an  additional  5  percent  of  its  capital  and  surplus  in  order  to  complete  the 
financing  of  a  project  in  progress  in  accordance  with  prior  conmiitments.  The  revisions  would 
also  simplify  and  clarify  the  regulations  and  thereby  reduce  the  cost  of  compliance. 

Direct  Communications  with  lenders  and  Consumers.  Since  we  began  our  efforts  to 
improve  credit  availability,  the  Comptroller,  senior  agency  staff,  and  national  bank  examiners 
have  participated  in  a  number  of  Congressional  meetings,  town  meetings,  and  other  outreach 
efforts.  We  have  also  met  with  small  businesses  and  trade  associations  in  an  effort  to  reach 
out  to  the  small  business  community  and  to  understand  its  concerns.  Our  communication 
efforts  include  a  brochure  that  explains  the  initiatives  that  are  in  place  and  their  benefits. 

In  the  last  six  months,  the  number  of  requests  for  meetings  has  fallen  substantially. 
This  is  an  important  indicator  that  our  policies  are  being  effective  and  concerns  are  dropping. 
Another  important  indicator  is  the  number  of  written  complaints  we  receive.  The  volume  of 
complaints  from  both  consumers  and  bankers  has  dropped  substantially.  Again  this  tells  us 
that  we  are  being  effective. 

II.         Reducing  Supervisory  Burdens 

Paperwork  Burden  Reduction.  The  OCC  is  reviewing  all  paperwork  and  recordkeeping 
requirements  imposed  in  the  course  of  bank  supervision.  The  goal  of  our  review  is  to 
minimize  paperwork  burdens  while  maintaining  safety  and  soundness.  The  OCC  has  formed 
a  working  group  to  identify  changes  in  our  written  policies  and  other  issuances  that  will  make 
them  easier  to  apply,  eliminate  unnecessary  regulatory  burden,  and  remove  unnecessary 
impediments  to  the  flow  of  credit. 

Core  Examination  Report.  On  October  1 ,  the  four  federal  regulators  of  banks  and 
thrifts  adopted  a  common  core  report  of  examination  for  the  instimtions  they  supervise.  The 
change  will  improve  uniformity  in  examinations  and  promote  consistency  in  the  supervision 
of  financial  institutions. 

CRA  Reform .  An  important  element  of  the  Administration '  s  credit  availability  program 
is  ensuring  that  credit  is  equally  available  to  all  segments  of  society.  To  that  end,  on 
December  21  the  federal  banking  and  thrift  agencies  proposed  sweeping  revisions  to  the 
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regulations  implementing  the  Community  Reinvestment  Act  (CRA),  which  requires  banks  to 
provide  credit  and  other  banking  services  to  all  parts  of  the  communities  they  serve.  The  CRA 
program  is  an  important  tool  in  making  credit  more  available  to  small  businesses  and  other 
borrowers  in  underserved  areas. 

While  the  current  CRA  program  has  done  a  great  deal  to  provide  credit  and  other 
banking  services  to  underserved  areas,  it  is  widely  recognized  to  have  fallen  well  short  of  its 
potential,  largely  because  of  its  excessive  emphasis  ou  documentation  and  process.  The 
proposal  published  in  December  would  shift  the  focus  of  CRA  evaluations  from  documentation 
to  actual  performance  in  making  loans  in  low-  and  moderate-income  neighborhoods.  By 
making  the  CRA  process  less  burdensome,  the  proposed  revisions  are  intended  to  encourage 
banks  and  thrifts  to  make  more  credit  available  to  all  segments  of  the  communities  that  they 
serve. 

III.       Working  Through  Troubled  Loans 

Loan  Refinancing  Guidance.  The  decision  to  refinance  or  renegotiate  a  loan  is  a 
business  decision  that  rests  with  the  lending  bank.  The  OCC  had  heard  that  some  banks  were 
reluctant  to  refinance  or  renegotiate  loans  where  collateral  value  had  declined.  On  September 
3,  we  issued  a  bulletin  to  all  national  banks  clarifying  our  policy  on  refinancings  and 
renegotiating  loans.  The  bulletin  stated  that  the  OCC  would  not  criticize  a  bank  solely  for 
refinancing  or  renegotiating  a  loan  at  current  market  rates,  even  when  the  collateral  has 
declined  in  value.  Refinanced  and  renegotiated  loans  would  be  evaluated  based  on  the 
borrowers'  creditworthiness  and  repayment  capacity. 

Call  Reports 

In  your  letter  of  invitation,  you  asked  me  to  comment  on  the  adequacy  of  the 
information  on  small  business  lending  that  banks  report  in  their  Quarterly  Reports  of  Condition 
and  Income  (Call  Reports).  As  you  know.  Section  122  of  the  Federal  Deposit  Insurance 
Corporation  Improvement  Act  of  1991  requires  the  federal  banking  and  thrift  agencies  to 
collect  information  annually  on  small  business  and  small  farm  lending  by  insured  depository 
institutions,  with  which  to  assess  the  availability  of  credit  to  those  sectors  of  the  economy. 

To  implement  Section  122,  the  agencies  began  last  year  to  collect  annual  Call  Report 
data  on  the  size  of  business  and  farm  loans.  The  agencies  chose  to  bas2  the  reporting  on  the 
size  of  the  loan  rather  than  the  size  of  the  borrower's  business  in  order  to  reduce  compliance 
costs.  The  size  of  the  borrower  is  not  a  piece  of  information  that  is  ordinarily  recorded  in 
banks'  automated  data  systems.  Requiring  them  to  report  loans  by  size  of  borrower  could 
therefore  necessitate  extensive  and  costly  changes  in  many  banks'  data  systems,  particularly 
for  those  loans  already  on  the  books.  Since  most  small  loans  go  to  small  borrowers,  reporting 
based  on  loan  size  will  not  significantly  reduce  the  usefulness  of  the  information. 

The  first  set  of  reports  were  part  of  the  June  30,  1993  Call  Reports.  U.S.  commercial 
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banks  reported  $77  billion  in  outstanding  commercial  and  industrial  loans  in  amounts  of 
$100,000  or  less,  and  $81  billion  in  C&I  loans  between  $100,000  and  $1  million.  In  addition, 
small  businesses  received  some  portion  of  the  reported  $138  billion  in  loans  of  less  than  $1 
million  that  were  secured  by  non-farm,  nonresidential  property. 

Some  shortcomings  remain  with  the  Call  Report  data  available  on  small  business 
lending.  For  example,  data  on  business  and  agricultural  loans  provide  an  incomplete  picture 
of  small  business  lending,  since  many  small  firms  obtain  credit  in  the  form  of  personal  loans, 
credit  card  loans,  or  mortgages  on  their  residences  or  places  of  business.  We  also  have  little 
information  on  credit  extended  by  non-bank  financial  institutions,  which  are  not  subject  to  the 
requirements  of  Section  1 22 . 

Despite  these  shortcomings,  however,  the  agencies  do  not  plan  additional  changes  to 
the  Call  Report  requirements  until  we  have  completed  our  revision  of  the  regulations 
implementing  the  Community  Reinvestment  Act.  As  the  CRA  proposal  is  currently  written, 
it  would  require  banks  and  thrifts  with  assets  exceeding  $250  million  to  report  data  on  loans 
to  small  businesses,  by  geographic  region.  This  reporting  requirement  collection  may 
eliminate  the  need  for  any  further  data  collection  in  the  Call  Reports. 

Conclusions 

The  OCC  is  committed  to  expanding  the  flow  of  credit  to  small  businesses  and  other 
borrowers,  while  maintaining  a  safe  and  sound  banking  system.  To  that  end,  we  have  worked 
with  the  other  federal  banking  regulators  to  implement  the  President's  credit  availability 
program.  The  program  seeks  to  ensure  that,  as  the  economy  and  loan  demand  expand,  banks 
are  able  to  take  full  advantage  of  their  lending  opportunities,  without  unnecessary  regulatory 
impediments. 

We  believe  the  program  is  working.  In  addition  to  eliminating  a  number  of  supervisory 
impediments  to  lending,  it  has  improved  the  environment  in  which  banks  make  lending 
decisions.  Just  as  increased  criticism  of  loans  a  few  years  ago  had  a  chilling  effect  on  lending 
that  was  felt  far  beyond  the  banks  actually  being  criticized,  the  initiatives  I  described  above 
have  had  a  rationalizing  effect  that  goes  beyond  the  banks  actively  participating  in  each 
initiative.  The  credit  availability  program  sends  a  strong  message  to  all  banks  that  they  will 
not  be  punished  for  making  loans.  We  will  continue  to  urge  banks  to  make  sound  loans  to 
qualified  borrowers,  and  to  find  new  ways  to  make  it  easier  for  them  to  do  so. 
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Mr.  Chainnan  and  members  of  the  Committee,  my  name  is  William  McKenzie.   I  am 
President  and  Chief  Executive  Officer  of  Elmira  Savings  &  Loan  in  Elmira,  New  York. 
Elmira  Savings,  founded  in  1888,  has  $121  million  in  assets  and  is  an  active  lender  to  small 
business  and  a  participant  in  Small  Business  Administration  programs  for  some  ten  years. 

I  am  pleased  to  appear  before  the  Committee  on  behalf  of  Savings  &  Community  Bankers  of 
America  where  I  serve  as  Chainnan  of  the  Community  Institutions  Committee,  representing 
smaller  savings  institutions  across  the  country. 

We  appreciate  the  opportunity  to  discuss  the  Administration's  credit  availability  initiatives 
and  other  necessary  efforts  to  promote  greater  credit  availability  for  small  business. 

SCBA  shares  your  concern,  Mr.  Chairman,  about  the  need  to  increase  lending  to  small 
businesses.    SCBA  endorsed  additional  funding  of  the  Small  Business  Administration's  7(a) 
program  and  supports  the  appropriate  development  of  a  secondary  market  for  small  business 
loans.   However,  other  regulatory  and  legislative  impediments  to  the  credit  process  must  also 
be  removed. 

Last  year  the  Administration  announced  a  diverse  program  to  increase  credit  availability. 
Before  commenting  on  the  Administration's  initiatives,  I  will  briefly  discuss  recent  lending 
activity  in  the  industry. 

Lending  Trends 

Today  there  are  approximately  2300  BIF-  and  SAIF-insured  savings  institutions.   Though 
many  of  these  institutions  have  been  profitable  even  during  the  depths  of  the  industry's  crisis, 
1993  was  a  year  of  particularly  strong  financial  performance  in  the  industry. 

Savings  institutions  have  been  increasing  their  interest  and  support  for  small  business 
lending.   Savings  institutions  were  able  to  maintain  their  share  of  total  loans  during  the 
recessionary  period  of  1990-1992,  with  only  slight  declines  in  lending  from  a  26.8%  to 
25.3%  market  share  despite  a  continuing  consolidation  in  the  savings  institution  industry. 

Savings  institutions  and  commercial  banks  both  experienced  a  decline  in  their  percentage  of 
commercial  and  industrial  loans,  which  was  offset  by  an  equivalent  increase  in  their 
percentage  of  real  estate  loans,  90.0%  to  91.7%  for  savings  institutions  and  41.8%  to  46.6% 
for  commercial  banks. 

SCBA  members  are  active  in  small  business  lending.    A  recent  survey  conducted  by  SCBA 
revealed  that  total  business  loans  of  savings  institutions,  including  those  collateralized  by  real 
estate,  represents  approximately  10%  of  total  loans.   This  is  considerably  higher  than  the 
ratio  of  1.6%  shown  on  the  quarterly  reports  to  the  agencies.   It  should  be  noted  that 
commercial  and  industrial  loans  reported  on  the  quarterly  Call  Report  and  Thrift  Financial 
Report  do  not  reflect  the  total  commitment  of  savings  institutions  to  business  lending.   The 
data  reported  do  not  include  real-estate  collateralized  business  loans. 
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Elmira  Savings  has  been  the  lead  bank  or  participant  in  commercial  real  estate  loans.    About 
20%  of  our  loans  are  made  for  small  business  purposes  and  about  90%  of  these  loans  are 
secured  by  real  estate.   Elmira  would  not  be  such  an  active  participant  in  business  lending 
without  a  strong  capital  position;  we  are  a  "well-capitalized"  institution  under  the  criteria  of 
the  regulatory  agencies. 

Administration's  Credit  Availability  Initiatives 

On  June  10,  1993,  the  four  federal  bank  regulators  completed  their  program  to  increase 
credit  availability.   The  initiatives  include  relaxed  regulatory  reporting  requirements,  a  joint 
policy  statement  on  the  valuation  of  real  estate  collateral,  a  policy  statement  on  fair  lending, 
improvements  in  the  appeal  process,  low  documentation  requirements  for  loans  to  small-  and 
medium-size  businesses,  and  a  relaxation  of  appraisal  requirements.    Selected  provisions  in 
the  Administration's  credit  availability  program  should  promote  greater  credit  availability. 

SCBA  endorses  the  thrust  of  this  effort  to  improve  the  environment  for  lending  on  a  more 
cost-effective  basis  for  institutions.   Unfortunately,  it  is  impossible  to  determine  the  benefits 
of  this  program  in  providing  greater  credit  availability  in  1993.   The  program  was  only 
completed  at  mid-year  and  the  proposal  to  relax  the  appraisal  requirement  has  not  been 
promulgated  as  a  final  rule  by  all  the  agencies. 

The  provisions  in  the  program  that  relate  most  directly  to  credit  availability  are  opportunities 
for  low  documentation  for  small-  and  medium-size  business  loans,  a  relaxation  of  appraisal 
requirements  and  a  clarification  of  examination  treatment  of  commercial  real  estate  loans. 

a.  Loan  Documentation 

The  loan  documentation  requirements  in  the  program  would  apply  to  a  very  small  portion  of 
the  institution's  assets  and,  at  this  juncture,  the  program  is  not  widely  used.    Some 
institutions  are  leery  of  the  examiners'  on-going  commitment  to  a  program  in  which  loans 
would  be  evaluated  solely  on  performance  and  exempt  from  examiner  criticisms  of 
documentation  deficiencies.    Given  the  agencies'  track  record  of  constantly  revising  their 
attitudes  toward  different  loan  segments,  it  is  no  wonder  that  institutions  are  reluctant  to 
move  aggressively  into  this  program. 

b.  Appraisals 

The  relaxation  of  appraisal  requirements  is  the  most  publicized  part  of  the  Administration's 
program.   While  there  are  features  in  the  proposed  appraisal  rule  which  could  be  beneficial 
for  promoting  small  business  lending,  far  too  much  attention  has  been  devoted  to  the 
proposal  to  raise  the  threshold  from  $100,000  to  $250,000  at  or  below  which  the  services  of 
a  licensed  or  certified  appraiser  would  not  be  required.    Using  this  de  minimis  threshold  is 
not  likely  to  have  a  significant  impact  on  the  savings  institution  industry.   The  vast  majority 
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of  SCBA  members  sell  their  real  estate  loans  to  the  secondary  market;  and  FNMA  and 
FHLMC  have  appraisal  requirements  which  do  not  permit  any  de  minimis  thresholds. 

Other  provisions  in  the  proposed  appraisal  rule  are  likely  to  have  a  more  direct  impact  on 
small  business  lending  than  raising  the  de  minimis  threshold.   Most  notable  is  the  proposal  to 
exempt  business  loans  under  $1  million  from  appraisal  requirements  when  the  loans  are 
secured  by  real  estate  collateral  that  is  not  the  primary  source  of  repayment.   SCBA 
members  frequently  report  that  the  appraisal  requirements  are  an  impediment  to  this  type  of 
loan  transaction.   As  noted  earlier,  real  estate  secured  business  loans  represent  the  vast 
majority  of  business  lending  by  savings  institutions. 

SCBA  members  are  concerned  about  the  costs  of  appraisals;  opportunities  for  limited-scope 
appraisals  should  be  made  available  for  all  loans  when  real  estate  collateral  is  not  the  primary 
source  of  repayment. 

c.    Loan  Classification 

The  Interagency  Policy  Statement  on  Review  and  Classification  of  Commercial  Real  Estate 
Loans  contains  some  very  important  mandates.    It  reiterates  the  November  7,  1991, 
statement  which  specified  that  the  evaluation  of  commercial  real  estate  loans  should  be  based 
on  the  review  of  the  borrower's  willingness  and  capacity  to  repay  the  loan  and  on  the 
income-producing  capacity  of  the  underlying  collateral  over  time,  not  on  the  valuation  of 
collateral  on  a  liquidation  basis.   The  statement  also  specifies  that  any  portion  of  the  loan 
balance  that  is  adequately  secured  by  the  value  of  the  collateral  should  generally  be  classified 
no  worse  than  substandard.   These  are  important  directives  to  examiners  and  time  will  tell 
whether  these  mandates  are  heeded. 

Other  Opportunities  for  Administration  Initiatives 

More  work  may  be  done  in  other  areas  by  the  administration. 

a.    Examinations  -  Programs 

The  agencies  still  have  a  long  way  to  go  before  the  examination  process  runs  smoothly  with  a 
minimal  amount  of  confusion  and  miscommunication.   Policies  and  practices  often  diverge. 
Moreover,  there  is  insufficient  allowance  for  a  follow-up  examination  to  be  made  available  to 
an  institution  that  quickly  resolves  problems  from  an  earlier  examination  and  seeks  a  prompt 
change  in  its  examination  rating.    Finally,  the  program  does  not  adequately  address  the 
importance  of  streamlining  the  examination  process  to  reduce  the  time  spent  on  examinations 
for  small  and  otherwise  well -performing  institutions. 

SCBA  has  urged  the  agencies  to  establish  Washington-based  procedures  to  verify  examiner 
compliance  with  Washington  directives.   The  operation  of  the  new  credit  availability 
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programs  of  the  agencies  must  be  monitored  periodically  to  determine  whether  they  generate 
greater  credit  availability  to  small-  and  medium-size  businesses  and  generally  reduce  the 
regulatory  burden. 

It  also  remains  to  be  seen  whether  the  new  appeals  processes  adopted  by  the  agencies  will  be 
effective.   Whether  a  Washington-based  appeals  process,  such  as  contained  most  notably  in 
the  new  appeals  programs  of  the  OCC  and  the  OTS,  will  be  effective  depends  in  large  part 
upon  the  willingness  of  Washington  to  override  field  examinations  without  undermining 
examiner  credibility  and  confidence. 

b.  Examinations  -  Focus 

The  importance  of  the  examination  process  in  promoting  the  proper  environment  for  small 
business  lending  is  stressed  in  the  September,  1993  report  of  the  General  Accounting  Office 
("GAO")  on  small  business  lending.'   The  study,  which  was  based  on  a  survey  of  bankers 
and  regulatory  officials,  concluded  that  to  remove  regulatory  and  supervisory  impediments  to 
small  business  lending,  the  examination  focus  of  small  business  lending  activities  should  be 
on  the  adequacy  of  the  institution's  internal  control  systems  in  order  to  reduce  the  number  of 
individual  loans  reviewed.    It  is  also  noted  that  the  emphasis  on  internal  controls  is  also 
found  in  FDICIA. 

The  reliance  on  adequate  internal  controls  is  also  contained  in  the  recently-issued  interagency 
policy  statement  on  the  treatment  of  general  valuation  allowances  ("GVA").   For  the  first 
time,  the  agencies  have  provided  uniform  guidance  on  the  treatment  of  GVA  to  remove  a 
number  of  the  uncertainties  and  inconsistencies  in  the  application  of  these  requirements.   One 
of  the  cornerstones  of  the  policy  statement  is  that  examiners  should  generally  accept 
management's  assessment  of  its  GVA  if  the  institution  has  effective  systems  and  controls  to 
identify,  monitor  and  address  asset  quality  problems. 

SCBA  strongly  supports  the  recommendations  of  the  GAO  to  promote  small  business  lending 
and  the  recent  guidance  of  the  regulators  on  GVA. 

c.  Ongoing  OTS  &  OCC  Efforts 

SCBA  is  encouraged  by  the  comprehensive  review  of  burdensome  regulations  underway  at 
the  OCC  and  completed  at  the  OTS.   The  other  agencies  should  make  comparable  efforts. 
The  OCC's  recent  proposal  to  revise  the  individual  borrower  lending  limits  could  reduce  an 
impediment  to  credit  availability,  particularly  for  small  institutions  such  as  Elmira  Savings. 


Regulatory  Impediments  to  Small  Business  Lending  Should  be  Removed.  General  Accounting 
Office,  General  Government  Division,  No.  93-121  (September  7,  1993). 
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SCBA  is  currently  reviewing  this  proposed  rule  which,  because  of  statutory  cross- 
referencing,  would  apply  to  federal  savings  associations  as  well  as  national  banks. 


Additional  Issues 

SCBA  believes  that  the  Administration's  credit  availability  initiatives  alone  will  not  be 
sufficient  to  promote  increased  credit  availability.   Additional  work  needs  to  be  done  in  the 
legislative  area  to  reduce  the  competitive  burdens  imposed  on  depository  institutions. 

a.    Competitive  Challenges 

The  industry's  prospects  must  be  viewed  within  a  longer-run  perspective  because  of  the 
competitive  advantages  accorded  non-depository  competitors  that  are  not  subject  to  the 
regulatory  costs  imposed  on  banks  and  savings  institutions.    Finance  companies  and 
insurance  firms  are  active  in  seeking  small  business  credits  and  they  do  not  have  the  heavy 
regulatory  burden  of  CRA  and  examinations;  even  regulated  competitors  such  as  credit 
unions,  who  enjoy  a  tax-free  status,  may  begin  to  compete  in  this  market.    For  small 
business,  the  issue  is  whether  these  firms  will  have  the  "staying"  power  that  community 
based  lenders  have  evidenced  over  the  years. 

Mr.  Chairman,  you  recognized  the  competitive  challenges  facing  depository  institutions  in 
your  December  3,  1992,  letter  to  then  President-Elect  Clinton.   In  that  letter,  you  also  noted 
some  of  the  counterproductive  provisions  in  FIRREA  and  FDICIA.   In  particular,  you  cited 
the  speed  at  which  institutions  were  forced  to  raise  capital  and  the  forced  divestitures  of  real 
estate  investment  portfolios  which  contributed  to  the  depressed  real  estate  markets  that 
followed. 

It  was  just  over  10  years  ago  that  Elmira  Savings  had  a  negative  net  worth  under  generally 
accepted  accounting  principles  and  experienced  the  worst  loss  in  its  history  for  one  year  ~ 
over  $1  million.   If  these  provisions  under  FIRREA  and  FDICIA  were  imposed  on  my 
institution  at  that  time,  we  would  not  have  survived. 

Fortunately,  Elmira  Savings  turned  its  financial  situation  around  just  before  the  FIRREA 
legislation.   We  now  have  strong  capital  and  earnings.    As  a  result,  we  are  an  active 
contributor  to  our  community  that  not  long  ago  was  suffering  severely  and  is  now  one  of  the 
areas  of  rapid  job  growth  in  the  state.    We  participated  in  this  effort  with  an  "Outstanding" 
CRA  rating.    Personally,  I  also  served  the  community  in  other  ways-  as  Chairman  of  the 
local  Chamber  of  Commerce  and  as  head  of  the  economic  development  agency  in  our 
community. 

A  strong  savings  industry  operating  under  a  rational  and  supportive  legal  and  regulatory 
regime  is  critical  to  continuing  support  for  community  small  business  needs. 
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SCBA  is  concerned  that  Congress  may  be  reluctant  to  address  the  major  competitive  issues 
facing  the  industry  because  it  is  performing  so  well.   Congress  should  not  be  lulled  into  a 
false  sense  of  complacency.   The  business  cycle  will  not  always  be  as  favorable  for  lending 
as  with  today's  large  net  interest  margins.    Short-term  rates  are  already  creeping  up.   It  is 
precisely  in  this  non-crisis  environment  that  Congress  should  be  poised  to  take  action  that  is 
in  the  long-run  interest  of  the  industry.   We  all  recall  the  frenzied  environment  in  which  the 
FIRREA  and  FDICIA  debates  took  place.    Congress  now  has  the  opportunity  to  act  in  a 
more  orderly  fashion. 

b.    Alert  on  Insurance  Fund  Premium  Disparity 

I  want  to  alert  the  Committee  to  an  issue  that  could  profoundly  affect  the  ability  of  many 
savings  institutions  to  continue  to  serve  the  small  business  community.   As  the  Chairman,  a 
member  of  the  House  Banking  Committee,  is  aware  there  is  a  looming  disparity  in  the 
premiums  paid  by  Bank  Insurance  Fund  members  and  those  paid  by  Savings  Association 
Insurance  Fund  members. 

The  viability  of  the  industry  and  its  competitive  role  in  credit  markets  are  at  stake.   The 
FDIC  shares  this  concern.   Let  me  explain  the  dilemma. 

Based  on  recent  trends,  the  BIF  will  reach  its  target  ratio  of  1.25  percent  of  insured  deposits 
by  1996.    At  that  time,  the  FDIC  will  be  able  to  lower  the  BIF  assessment  rate  from  its 
current  average  of  about  25  basis  points  to  7  basis  points  or  less.    By  contrast,  even  if  the 
SAIF  experiences  small  losses  over  the  next  several  years,  it  will  not  be  recapitalized  until 
the  year  2003.    Until  then,  the  FDIC  would  not  be  able  to  reduce  average  SAIF  premiums 
below  its  current  rate  of  25  basis  points.   The  different  capitalization  schedules  between  the 
BIF  and  the  SAIF  will  result  in  SAIF  premiums  that  are  at  least  18  basis  points  higher  than 
BIF  premiums  from  1996  to  2003,  and  11  basis  points  thereafter  until  2019. 

A  major  reason  for  the  delay  in  SAIF  recapitalization  is  the  burden  of  the  FICO  obligation, 
which  is  deducted  from  aggregate  SAIF  premiums  at  a  rate  of  $800  million  a  year  until 
2019;  a  44  percent  drain  in  assessments  of  about  1 1  basis  points  at  today's  figures.   This 
FICO  obligation  has  been  a  drag  on  SAIF  premiums  since  FIRREA.    Had  the  funds  diverted 
to  defease  the  FICO  bonds  been  retained  in  SAIF,  the  BIF  and  the  SAIF  would  be 
recapitalized  at  approximately  the  same  time  under  current  industry  conditions. 

Computed  as  an  equivalent  tax  at  current  income  levels,  an  18  basis  point  premium 
differential  will  have  the  same  effect  as  a  differential  tax  of  14  1/2  percent  on  earnings  at 
SAIF-insured  institutions  until  2003,  and  10  percent  thereafter  until  2019.   This  "tax"  will 
lower  the  return  on  equity  at  SAIF-insured  institutions  compared  to  similar  BIF-insured 
institutions.    Although  it  is  difficult  to  predict  the  exact  impact  this  "tax"  will  have  on  the 
ability  of  SAIF-insured  institutions  to  raise  adequate  capital  and  to  service  credit  demand,  as 
a  result  these  institutions  will  be  in  a  significantly  weaker  market  position  for  a  prolonged 
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period. 

Even  in  the  best  case,  there  will  be  a  widespread  diminution  in  credit  availability,  and  a 
diminution  of  the  vitality  of  institutions  which  today  are  strong  and  safe.    In  the  worst  case,  a 
more  rapid  decline  could  occur,  precipitating  a  future  banking  crisis,  depleting  SAIF  and 
threatening  the  ability  of  SAIF-insured  institutions  to  service  the  FICO  obligations. 

The  SAIF  Industry  Advisory  Committee,  in  its  latest  report  to  the  House  and  Senate  Banking 
Committees,  emphasizes  the  significance  of  this  impending  crisis.    The  Committee  notes: 

"The  largest  problems  facing  the  SAIF  are  the  looming  assessment  rate 
disparity  and  the  fixed  FICO  interest  obligation.   The  inexorable  consequence 
of  rate  disparity  is  a  continued  and  further  shrinkage  of  the  SAIF  assessment 
base.   Thrifts  naturally  will  seek  out  alternative  sources  of  funds  to  reduce 
high  assessment  costs  --  e.g.,  deposits  raised  through  acquisitions  of  (or  by) 
BIF  institutions,  and  increased  borrowings.    As  a  result,  the  SAIF  is  about  to 
enter  a  death  spiral... 

In  short,  under  the  impending  rate  disparity,  the  SAIF  gradually  will 
experience  a  form  of  melt-down,  as  the  FICO  obligation  consumes  more  and 
more  of  a  decreasing  assessment  revenue  base. . . 

Thrifts  will  be  forced  to  change  fundamentally  the  way  they  both  raise  and 
deploy  their  funds.   They  will  fund  less  through  traditional  low-cost 
community-based  deposits  and  lend  less  through  traditional  single-family  and 
multi-family  residential  loans  and  affordable  housing  loans.   Their  ability  to 
raise  capital  in  the  capital  markets  will  be  adversely  affected  because  of  the 
competitive  disadvantage  they  face.   As  the  SAIF  melt-down  progresses. 
Congress,  once  again,  will  be  forced  to  look  to  the  taxpayers  -  this  time  for 
FICO  bondholders." 

SCBA  strongly  urges  Congress  to  address  this  problem  by  addressing  the  needs  of  SAIF 
particularly  the  burden  created  by  the  FICO  obligation.    Solutions  range  from  a  merger  of 
the  insurance  funds  to  a  spillover  of  unused  Resolution  Trust  Corporation  authorized  funds  to 
appropriation  of  funds  to  reduce  the  FICO  costs. 


SCBA  Legislative  Priorities 

SCBA  believes  that  Congress  should  act  on  several  fronts  to  promote  a  favorable  competitive 
environment  for  depository  institutions  in  credit  markets.   The  following  are  SCBA's 
priorities  for  congressional  action: 
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a.  Increase  Lending  Limit  for  Commercial  Lx)ans 

One  means  of  expanding  lending  opportunities  for  small  business  would  be  to  relax 
somewhat  the  commercial  lending  limit  for  federal  savings  associations.    Under  current  law, 
federal  savings  associations  may  not  invest  more  than  10  percent  of  their  assets  in 
commercial  loans.   Since  the  grant  of  this  authority,  some  federal  associations  have  become 
sufficiently  involved  in  business  lending  to  bump  up  against  this  ceiling. 

SCBA  recommends  that  Congress  amend  the  Home  Owner's  Loan  Act  to  increase  this  10 
percent  limit  to  15  percent. 

This  amendment  would  afford  institutions  some  additional  leeway  to  make  business  loans 
without  affecting  the  QTL  test  and  the  institution's  community  focus.    Loans  under  this  new 
authority  would  be  subject  to  normal  single  borrower  limits,  and  the  new  basket  could  be 
utilized  only  to  the  extent  permitted  by  the  Office  of  Thrift  Supervision. 

b.  Environmental  Lender  Liability 

Mr.  Chairman,  there  remains  a  major  obstacle  to  lending  for  small  businesses  that  requires 
attention—  secured  party  liability  under  environmental  laws.    Few  in  the  Congress  are  as 
familiar  as  you  are  with  the  impact  of  uncertainty  in  environmental  liability  under  Superfund; 
the  industry  appreciates  your  ongoing  commitment  and  the  bill  you  have  introduced,  H.R. 
2462  remains  a  key  vehicle  for  reform. 

Because  of  your  efforts,  the  Environmental  Protection  Agency  issued  a  rule  in  1992 
governing  liability  of  secured  parties  under  Superfund.   While  that  rule  did  not  cover  the 
Solid  Waste  Disposal  Act,  fiduciary  liability  or  provide  sufficient  clarity  on  private  party 
actions,  it  did  raise  the  level  of  certainty  among  secured  parties,  lessors,  guarantors  and 
others. 

On  February  4,  1994,  the  D.C.  Circuit  Court  of  Appeals  threw  out  the  EPA  rule  based  on  a 
lack  of  statutory  authority,  not  on  the  basis  of  the  rule's  contents.    Mr.  Chairman,  this 
reintroduces  the  old  uncertainty  again,  affecting  small  businesses  disproportionately  as  they 
more  than  others  rely  on  property  as  collateral  for  loans. 

The  Administration  has  proposed  in  its  Superfund  reform  bill  to  address  the  EPA  rule 
situation  and  Congressman  Al  Swift  has  committed  to  early  action.    SCBA  supports  that 
effort;  should  it  not  proceed,  however,  we  will  clearly  look  for  your  continued  leadership. 

The  benefits  are  clear—  small  businesses  including  those  in  the  inner  cities  are  adversely 
impacted  by  fear  of  environmental  liability  on  the  part  of  lenders.    Clarification  of  the 
Superfund  exemption  for  secured  parties  will  enhance  the  flow  and  reduce  the  cost  of  credit 
to  small  businesses  and  assist  them  in  undertaking  private  clean  ups  of  hazardous  waste 
problems. 
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c.  Bankruptcy  Reform 

SCBA  supports  continued  efforts  by  Congress  to  provide  bankruptcy  changes  that  will  benefit 
consumer  and  commercial  credit  by  streamlining  the  Bankruptcy  Code. 

The  incidence  of  debtors  filing  for  bankruptcy  protection  is  at  a  higher  level  today  --  in 
absolute  and  per  capita  terms  ~  than  at  any  time  this  century  in  the  United  States.   Without 
correlation  to  economic  condition,  bankruptcy  filings  have  increased  to  nearly  one  million 
per  year  -  up  271  percent  since  1984.   Clearly,  incentives  to  bankruptcy  (rather  than  private 
renegotiation  and  workout)  have  increased  since  the  introduction  of  the  Code  in  1978. 
Inappropriate  bankruptcy  filing  raises  the  cost  of  credit  for  small  businesses;  the  reform  will 
keep  the  pressure  off  rates  while  retaining  opportunities  for  legitimate  bankruptcy  actions. 

d.  Securitization  and  Consortia  Arrangements 

Legislation  should  be  enacted  to  expand  the  secondary  market  for  small  business  loans  and  to 
include  depository  institutions  appropriately  under  community  development  programs. 

There  are  various  potential  benefits  derived  from  securitizing  small  business  loans. 
However,  these  benefits  are  not  likely  to  be  realized  unless  major  impediments  are  overcome 
concerning  small  business  loan  origination,  sales,  and  pooling  for  investor  security  interests. 
These  inherent  problems  exist  irrespective  of  whether  a  government  sponsored  enterprise 
("GSE")  is  a  factor  in  the  small  business  secondary  market. 

If  a  new  GSE  is  contemplated,  the  threshold  issue  should  be  whether  those  small  businesses 
who  are  to  benefit  from  a  GSE,  arguably  those  unable  to  attain  credit,  will  in  fact  be 
beneficiaries  of  a  new  program.     GSEs  gravitate  to  low  risk,  standardized  credits,  for  which 
there  is  little  risk  and  little  problem  in  securing  funding.   The  question  is  whether  the  GSE 
will  do  more  than  move  existing  loans  from  a  depository  institution  to  Wall  Street  without 
assisting  those  small  businesses  which  represent  more  difficult  credit  decisions. 

Another  opportunity  for  promoting  small  business  lending  is  the  establishment  of  consortia 
arrangements  which  could  conceivably  permit  institutions  of  all  sizes  to  participate,  either 
directly  or  indirectly,  in  lending  to  small  businesses.   These  arrangements  may  also  be 
structured  as  community  development  corporations. 

SCBA  believes  firmly  that  any  legislative  effort  to  fund  community  development  financial 
institutions  should  ensure  that  multi-depository  institution  lending  consortia  will  be  eligible 
for  community  development  funds.   This  would  provide  incentives  for  the  broadest 
involvement  of  institutions  that  seek  to  use  consortia  arrangements  for  small  business 
lending.   It  is  also  important  that  "indirect"  loans  made  through  consortia  lending 
arrangements  at  both  the  state  and  local  levels  be  included  in  the  lending  and  investment  tests 
to  satisfy  CRA  requirements  at  the  discretion  of  the  institution.   SCBA  stated  this  position  in 
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response  to  the  recently-proposed  CRA  rules  of  the  regulatory  agencies.   These  rules  must  be 
flexible  enough  to  adjust  and  adapt  to  new  cooperative  ventures  in  programs  which  include 
small  business  lending. 

There  are  other  provisions  in  the  new  CRA  proposals  that  could  be  detrimental  to  small 
business  lending  as  well  as  other  types  of  loans.    Most  notable  is  the  proposed  market  share 
test  that  could  result  in  credit  allocation  to  markets  where  additional  credit  is  not  needed 
based  on  true  supply  and  demand  factors. 

e.  Regulatory  Burden  Reduction 

H.R.  3474,  "The  Regulatory  Relief  Act  of  1993,"  would  reduce  some  regulatory  burdens  on 
banks  and  thrifts.   The  legislation  that  passed  the  House  late  last  year  failed  to  include  some 
important  provisions  that  were  contained  in  H.R.  962,  as  initially  proposed.   SCBA  urges  the 
Congress  to  take  renewed  interest  in  the  provisions  of  H.R.  962,  particularly  those  that  most 
directly  relate  to  credit  availability,  that  were  excluded  from  the  legislation  that  passed  the 
House. 

f.  Capital  Standards 

Mr.  Chairman,  in  your  letter  to  the  President  that  I  referred  to  earlier,  you  noted  the 
negative  impact  on  credit  of  an  overly-burdensome  leverage  requirement.    In  various 
comments  to  the  agencies  and  in  earlier  testimony  before  Congress,  SCBA  stressed  its 
support  for  strong  and  appropriate  capital  levels.     However,  it  noted  that  overly  restrictive 
leverage  requirements  can  impede  the  allocation  of  capital  for  profitable  lending  and 
investing. 

The  primary  measure  to  underwrite  the  exposure  of  the  deposit  insurance  system  should  be 
the  risk-based  capital  approach  recently  enhanced  by  FDICIA.   In  your  letter  to  the 
President,  you  specifically  recommended  that  the  leverage  ratio  be  lowered  from  4  percent  to 
3  percent. 

SCBA  supports  your  recommendation  that  the  leverage  ratio  be  reduced  from  4  percent  to  3 
percent  for  the  adequately  capitalized  definition,  but  conditional  upon  the  interest-rate 
risk  component  being  included  in  the  risk-based  capital  requirements.    The  OTS  indicated  its 
intent  to  reduce  the  leverage  ratio  accordingly  when  its  interest  rate  risk  rule  becomes 
effective  at  mid-year.   The  other  agencies  have  yet  to  finalize  their  interest-rate  risk  rule. 
SCBA  supports  uniform  capital  rules  adopted  by  the  federal  banking  agencies  for  all 
components  of  their  capital  standards,  including  the  interest-rate  risk  component. 

H.R.  3474  does  not  contain  an  initially  proposed  provision  of  H.R.  962  that  would  have 
eliminated  two  unnecessary  components  of  the  risk-based  capital  standards  mandated  by 
section  305  of  FDICIA.  These  involve  the  inclusion  in  the  risk-based  capital  standards  of 
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measures  of  concentration  of  credit  risk  and  risk  from  nontraditional  activities.    SCBA 
believes  that  these  factors  are  more  appropriately  addressed  within  the  overall  supervisory 
rating  systems  of  the  examiners. 

g.    Section  132  of  FDICIA  -  Regulatory  Micromanagement 

Another  provision  in  H.R.  962  addressed  one  of  the  most  egregious  cases  of 
micromanagement  mandated  by  FDICIA  found  in  section  132,  the  requirement  that  the 
federal  banking  agencies  adopt  standards  on  internal  controls,  loan  documentation,  credit 
underwriting,  interest-rate  risk  exposure,  asset  growth  and  compensation  and  benefits. 

Section  132  also  requires  the  federal  banking  agencies  to  prescribe  standards  concerning  the 
ratio  of  classified  assets  to  capital,  minimum  earnings  to  absorb  losses,  and  to  the  extent 
feasible  a  minimum  ratio  of  market  value  to  book  value  for  publicly-traded  shares. 

SCBA  believes  these  matters  are  adequately  addressed  during  the  examination  process. 

H.R.  3474  would  permit  the  agencies  to  adopt  these  provisions  as  guidelines  rather  than 
rules.    However,  SCBA  prefers  the  approach  in  H.R.  962  that  would  have  minimized  this 
burden  by  exempting  from  these  standards  institutions  that  are  adequately-  or  well-capitalized 
with  a  high  examination  rating.    SCBA  supports  this  approach  that  is  based  on  the  principle 
of  "differential  regulation",  which  should  be  the  approach  considered  in  all  regulatory 
initiatives. 

h.    Real  Estate  Lending  Limits 

H.R.  962  would  have  modified  the  real  estate  lending  standards  in  section  304  of  FDICIA  by 
requiring  the  federal  banking  agencies  to  consider  the  impact  of  these  standards  on  the 
availability  of  credit  for  small  businesses,  residential  and  agricultural  purposes  and  low-  and 
moderate-income  communities. 

SCBA  believes  that  the  limits  that  are  imposed  in  the  rules  adopted  by  the  agencies  pursuant 
to  section  304  will  result  in  credit  allocation  to  loan  categories  subject  to  the  least  restrictive 
limits,  thereby  resulting  in  an  allocation  of  credit  that  is  unrelated  to  supply  and  demand 
factors.   This  would  adversely  impact  small  businesses.    Well-capitalized  and  otherwise  well- 
performing  institutions  should  have  been  exempted  from  the  rule  and  its  related  guidelines. 


Conclusion 

Mr.  Chairman,  the  savings  institutions  industry  is  committed  to  preserving  its  active  presence 
in  credit  markets  for  small  business.  Sound  and  competitive  savings  institutions,  unhampered 
by  excessive  regulatory  constraints,  can  play  a  major  role  in  providing  profitable  financial 
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services  for  a  growing  economy.   Much  will  depend  on  whether  Congress  has  the  foresight 
and  determination  to  deal  with  the  problems  facing  the  SAIF  and  a  still  over-regulated 
environment  in  which  banks  and  savings  associations  operate.    Savings  &  Community 
Bankers  of  America  is  ready  to  assist  this  Committee  in  any  way  possible  to  address  these 
issues. 

This  concludes  my  prepared  remarks.    I  will  be  happy  to  answer  any  questions  you  may 
have. 
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STATEMENT  OF  THE 
HONORABLE  FRANK  N.  NEWMAN 

Mr.  Chairman  and  members  of  the  Committee,  I  s^)preciate  this  opportunity  to  discuss 
with  you  the  progress  thus  far  of  the  Administration's  Credit  Availability  Program.  The 
Administration  appreciates  the  support  that  you  and  the  other  members  of  the  Committee 
have  given  to  our  efforts  in  this  endeavor.  With  me  today  are  Eugene  Ludwig,  the 
Comptroller  of  the  Currency,  and  Jonathan  Fiechter,  the  Acting  Director  of  the  Office  of 
Thrift  Supervision,  representing  the  bank  and  thrift  regulatory  functions  of  the  Treasury 
Department. 

Last  June,  I  testified  to  this  Committee  that  the  economy  was  in  the  midst  of  a  very 
slow,  very  fiagile  recovery.   Now  less  than  one  year  later,  the  recovery  is  secure  for  a 
number  of  reasons,  a  few  of  which  stand  out  this  morning.  It  is  secure  because  we  have  put 
in  place  a  credible  long-term  deficit  reduction  program.  It  is  secure  because  U.S.  global 
economic  leadership  has  worked  to  open  world  markets.  And  it  is  secure  because  we  have 
taken  measures,  such  as  the  President's  Credit  Availability  Program,  to  spur  increased 
lending. 

The  evidence  of  our  success  can  be  seen  in  the  performance  of  American  businesses. 
The  balance  sheets  of  our  businesses  are  far  stronger  than  they  have  been  in  recent  years. 
Corporate  profits  were  up  12  percent  last  year,  even  after  a  number  of  large  write-offs. 
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Long-term  debt  is  replacing  short-term  debt.   Corporations  are  issuing  equity  again  so  they 
can  pay  down  debt.   And  debt  to  equity  ratios  on  a  market-value  basis  are  now  at  their 
lowest  point  in  20  years.   Business  failures  are  also  declining. 

More  evidence  can  be  found  in  the  profitability  of  our  banking  system  and  in  the 
increased  amount  of  commercial  and  industrial  (C&I)  lending  by  the  banking  system. 
Insured  commercial  banks  reported  record  profits  of  $43.4  billion  in  1993,  surpassing  the 
previous  record  of  $32.0  billion  in  1992.  Industry  profitability,  as  measured  by  return  on 
assets,  also  set  a  new  record  in  1993.  The  return  on  assets  for  commercial  banks  was  1.21 
percent.   Troubled  assets  -  that  is,  noncunent  loans  plus  foreclosed  property  -  are  now  at 
their  lowest  levels  since  the  first  quarter  of  1989.  These  improvements  have  enabled  banks 
to  begin  to  increase  their  lending,  as  evidenced  by  the  $2.5  billion  increase  in  total  C&I 
lending  in  1993.  Although  modest  in  size,  this  increase  reverses  a  three-year  downward 
trend.  The  thrift  industry  is  also  performing  reasonably  well,  as  OTS  Director  Fiechter  will 
discuss  in  his  testimony. 

Additional  evidence  can  be  found  in  the  nature  of  the  issues  of  concern  to  your 
constituents.   For  example,  from  the  late  1980s  through  1992,  the  Administration  received 
countless  letters  from  small  businesses  and  individuals  describing  the  absence  of  credit 
available  to  them  and  urging  the  government  to  assist  them.   Since  last  year,  such  letters 
have  become  significantly  less  common.  When  Comptroller  Ludwig  and  I  met  about  one  ago 
year  with  a  group  of  bankers  from  a  large  state  with  both  rural  and  metropolitan  areas,  the 
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only  item  on  their  agenda  was  the  credit  crunch.  Just  recently,  I  met  with  the  same  group  of 
bankers,  and  the  credit  crunch  was  not  even  on  their  agenda.  When  I  asked  them  about  it, 
they  informed  me  that  from  their  perspective,  significant  improvement  has  been  made, 
although  our  work  is  not  yet  done.   I  am  confident  that  the  President's  Credit  Availability 
Program  played  a  positive  role  in  turning  this  issue  around. 

I.  Hie  President's  Credit  ATailabillty  Program 

A  year  ago.  President  Clinton  unveiled  the  Credit  Availability  Program.  The  mission 
of  the  program  was  to  make  regulatory  and  administrative  changes  that  would  improve  the 
flow  of  credit,  particularly  to  smaU-  and  medium-sized  businesses,  farms,  and  low-income 
and  minority  borrowers  and  communities. 

The  program  was  implemented  on  a  fast  track.  Within  90  days  of  the  President's 
March  10  announcement,  most  of  the  proposed  phase  one  actions  were  implemented.   A 
status  report  on  the  program's  components  is  attached  at  Appendix  A.   At  this  time,  I  would 
like  to  take  a  few  minutes  to  discuss  the  impact  of  some  of  the  more  important  items. 

To  alleviate  the  apparent  reluctance  by  banks  and  thrifts  to  lend,  the  first  phase  of  the 
program  focused  on  five  regulatory  areas. 
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First,  the  agencies  took  steps  to  eliminate  impediments  to  lending  to  small-  and 
medium-sized  businesses.   They  clarified  the  examination  and  rating  procedures  relating  to 
the  Other  Assets  Especially  Mentioned  category  of  loans  so  that  such  moderate-risk  loans  are 
not  improperly  grouped  with  classified  loans.   As  I  discussed  in  my  testimony  last  year, 
examiners  had  tended  to  over-classiiy  small  business  loans.  The  agencies  also  tackled  the 
cost  and  difficulty  associated  with  providing  loan  documents  to  banks  through  an  interagency 
policy  statement.   Under  this  policy  statement,  healthy  banks  and  thrifts  are  allowed  to  make 
and  carry  some  loans  to  small-  and  medium-sized  businesses  and  farms  with  only  minimal 
documentation.  In  response  to  suggestions  from  Chairman  LaFalce  and  others,  we  extended 
the  eligibility  for  that  program  from  highly  rated  banks  and  thrifts  to  medium  rated  banks 
and  thrifts. 

Second,  the  agencies  took  steps  to  reduce  the  burden  of  appraisals  on,  and  to  improve 
the  climate  for,  real  estate  lending.   On  June  4,  the  agencies  published,  in  the  Federal 
Register,  a  proposed  rule  that  would  increase  to  $250,000  the  threshold  level  at  or  below 
which  appraisals  are  not  required.  In  addition,  the  proposed  rule  would  expand  and  clarify 
existing  exemptions  to  the  appraisal  requirement,  identify  additional  circumstances  when 
appraisals  are  not  mandated,  and  amend  existing  rules  governing  appraisal  content  and 
appraiser  independence.   This  proposal  responds  to  the  concern  that  in  some  cases,  appraisals 
may  prove  so  expensive  that  they  make  uneconomical  a  sound  real  estate  loan  to  a  small-  or 
medium-sized  business.  A  final  rule  is  expected  to  be  published  shortly. 
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On  September  2,  the  OCC  published  a  final  rule  that  revised  its  Other  Real  Estate 
Owned,  or  OREO,  regulation.  The  rule  will:  (1)  increase  and  expand  the  options  that  a 
national  bank  may  use  to  dispose  of  OREO,  (2)  standardize  the  legal  and  accounting 
treatment  of  OREO,  and  (3)  provide  flexibility  in  the  financing  of  OREO.  This  rule  has 
helped  banks  move  OREO  off  their  balance  sheets  and  into  the  hands  of  investors  seeking  to 
improve  the  property.   In  1993,  national  banks  reduced  the  OREO  on  their  balance  sheets  by 
$6.6  billion,  or  39  percent. 

The  agencies  also  issued  an  Interagency  Policy  Statement  on  the  Review  and 
Classification  of  Commercial  Real  Estate  Loans  to  provide  clear  and  comprehensive  guidance 
to  ensure  that  examiners  review  commercial  real  estate  loans  in  a  consistent  manner. 
Further,  the  agencies  have  provided  additional  guidance  with  respect  to  in-substance 
foreclosures  and  returning  nonaccrual  loans  to  accrual  status.   Guidance  in  both  areas  is 
consistent  with  generally  accepted  accounting  principles. 

Third,  the  agencies  have  taken  steps  to  ensure  that  their  appeals  processes  are  fair  and 
effective.  To  provide  bankers  an  effective  and  fair  opportunity  to  appeal  supervisory 
decisions,  each  of  the  bank  regulatory  agencies  has  made  changes  to  their  appeals  process. 
A  far-reaching  effort  thus  fcir  has  been  the  OCC's  creation  of  a  Ombudsman  position  to 
manage  its  appeals  process.   The  OTS  has  also  made  an  effort  to  ensure  that  its  process  is 
effective.  For  instance,  as  Acting  Director  Fiechter  will  discuss  in  his  testimony,  the  OTS  is 
implementing  an  Examination  Oversight  Program  and  has  revised  and  formalized  its 
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supervisory  review  process.   The  key  to  these  efforts  has  been  to  create  an  independent 
appeals  process  free  firom  potential  examiner  retaliation. 

Fourth,  the  agencies  have  worked  to  eliminate  duplicative  examination  processes  and 
procedures.   The  FDIC  and  OCC  announced  an  agreement  to  better  coordinate  examinations 
and  to  streamline  the  examination  of  multibank  holding  companies.   However,  the  key  to 
resolving  this  problem  is  to  consolidate  the  federal  banking  agencies,  as  the  Administration 
proposed.   Reforming  our  nation's  bank  regulatory  structure  will  help  assure  the  strength  of 
insured  depository  institutions  and  their  ability  to  support  continued  economic  growth. 

Fifth,  the  OCC  has  begun  to  use  new  procedures  to  detect  discrimination  in 
residential  lending  by  national  banks.   In  addition,  the  federal  banking  agencies  and  six  other 
federal  agencies  have  released  a  joint  policy  statement  on  lending  discrimination.'  Released 
last  week,  the  policy  statement  specifies  the  lending  patterns  and  practices  that  will  be 
considered  illegal  under  anti-discrimination  laws.   It  will  also  provide  guidance  for  banks  on 
how  to  comply  with  the  law.   In  short,  this  Administration  is  committed  to  stamping  out 
illegal  discrimination  in  lending. 


'  The  agencies  involved  in  this  policy  statement  on  lending  discrimination  are  the 
Federal  Reserve,  the  Federal  Deposit  Insurance  Corporation,  the  OCC,  the  OTS,  the 
Department  of  Justice,  the  National  Credit  Union  Administration,  the  Federal  Housing 
Finance  Board,  the  Federal  Trade  Commission,  and  two  agencies  at  the  Department  of 
Housing  and  Urban  Development  -  the  Office  of  Fair  Housing  and  Equal  Opportunity  and  the 
Federal  Housing  Enterprises  Oversight  Board. 
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The  second  phase  of  the  Credit  Availability  Program  is  an  ongoing  effort  aimed  at 
reducing  regulatory  and  paperwork  burden.  The  OCC  and  the  OTS  are  each  examining 
every  one  of  its  rules  and  regulations  with  the  goals  of:  (1)  eliminating  rules  and  regulations 
that  are  not  needed,  (2)  revising  rules  and  regulations  to  minimize  burden  wherever  possible, 
and  (3)  making  all  rules  and  regulations  easy  for  readers  to  understand,  so  they  will  not  need 
consultants  or  lawyers  to  act  as  interpreters. 

An  indicator  of  the  success  of  the  Credit  Availability  Program  is  the  extent  to  which 
banks  and  thrifts  have  increased  their  lending.  Many  factors  affect  the  aggregate  lending 
pattern  of  depository  institutions.   Consequently,  it  is  difficult  to  isolate  the  exact  impact  of 
our  efforts.   We  are  confident  that  at  least  some  of  the  recent  improvement  in  bank  lending 
to  small  businesses  can  be  attributed  to  the  Credit  Availability  Program.   The  Program  has 
worked  to  eliminate  impediments  to  sound  lending  and  reduce  the  unnecessary  regulatory 
burden  on  the  nation's  financial  institutions.  The  failure  to  eliminate  these  unnecessary 
regulations  might  have  otherwise  dampened  the  effects  of  the  other  elements  which  contribute 
to  increased  lending.   Furthermore,  we  believe  the  Program  has  led  to  a  generally  more 
constructive  atmosphere  between  examiners  and  bankers  in  which  bankers  once  again  can 
feel  comfortable  in  taking  appropriate  risks.   The  Program  has  been  well  received  by 
bankers,  examiners,  small  businesses,  and  the  General  Accounting  Office,  which  endorsed 
provisions  of  the  Program  in  a  September  1993  report. 
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As  many  of  you  know,  it  is  very  difficult  to  quantify  the  amount  of  small  business 
borrowing.  Prior  to  the  recent  call  report  changes,  small  business  bank  loans  were  grouped 
in  the  broad  category  of  commercial  and  industrial  loans.   Nonbank  finance  companies,  an 
increasingly  larger  source  of  lending  to  smaU  businesses,  file  no  information  on  their 
lending.  Consequendy,  much  of  our  current  understanding  about  small  business  lending 
necessarily  stems  fix>m  surveys  and  approximations  of  general  data.   Let  me  quickly  walk 
through  the  data  we  have,  and  show  how  it  indicates  an  increase  in  lending  to  small 
businesses. 

Commercial  and  Industrial  Lending 

As  I  noted  previously,  total  commercial  and  industrial  (C&I)  loans  held  by  FDIC- 
insured  commercial  banks  ended  their  three-  year  decline  and  increased  modestly  in  1993. 
(See  Appendix  B.)  As  noted  earlier,  it  is  difficult  to  draw  conclusions  about  small  business 
lending  patterns  from  this  broad  category  because  it  includes  loans  to  major  corporations.   In 
some  cases,  corporations  have  been  paying  down  back  borrowings  through  the  proceeds  of 
equity  or  long-term  debt  issuance,  which  provides  more  stability.  Nevertheless,  it  suggests 
an  improved  aggregate  lending  environment. 
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The  problem  with  analyzing  the  changes  in  C&I  lending  as  an  indicator  of  small 
business  credit  availability  is  that  we  do  not  know  what  portion  of  those  loans  go  to  small 
businesses.   Congress  sought  to  remedy  that  situation  in  the  Federal  Deposit  Insurance 
Corporation  Improvement  Act  of  1991  (FDICIA).  Section  122  of  FDICIA  requires  the 
federal  banking  agencies  to  collect  data  on  the  number  and  aggregate  amount  of  commercial 
loans  and  commercial  mortgage  loans  made  to  small  businesses,  charge-offs,  interest  and 
interest-fee  income  from  commercial  loans  and  commercial  mortgage  loans  to  small 
businesses,  and  loans  to  small  farms.   In  response,  the  federal  banking  agencies  amended 
their  call  report  forms  to  collect  data  on  small  business  and  small  farm  loans  on  an  annual 


The  June  1993  call  report  was  the  first  one  to  contain  the  information  required  by 
Section  122  of  FDICIA.  This  information  provides  a  first  order  approximation  of  the 
amount  of  bank  lending  to  small  businesses  across  all  industries.  The  data  shows  the  amount 
of  credit  extended  to  businesses  by  the  size  of  the  loans,  lines  of  credit,  or  commitments. 
While  the  relationship  between  loan  size  and  business  size  is  not  exact,  it  can  provide  some 
indication  of  the  amount  of  lending  to  small  businesses.   Appendix  C  summarizes  the  1993 
data.   The  percentage  of  C&I  loans  that  are  under  $1  million  is  36  percent.   Since  this  data 
has  been  reported  only  once,  we  cannot  use  it  draw  inferences  regarding  patterns  in  lending 
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or  the  effects  of  the  Credit  Availability  Program.   Nevertheless,  we  believe  that  over  time 
this  data  can  provide  a  rough  estimate  of  small  business  lending. 

Fed  Report  on  the  Credit  Availability 

FDICIA  also  requires  the  Federal  Reserve  Board  to  collect  and  publish  annually 
information  on  the  availability  of  credit  to  small  businesses  and  small  farms.   In  response  to 
this  mandate,  the  Federal  Reserve  Board  published  its  first  annual  report  in  December  1993, 
based  in  part  on  the  data  collected  in  the  June  1993  call  report.  The  report  found  that,  on 
balance,  total  business  debt  grew  slowly  in  1993  with  borrowers  focusing  on  balance  sheet 
restructuring,  and  lenders  pursuing  cautious  policies  to  strengthen  loan  portfolios  and  capital 
positions.   It  also  noted,  based  on  survey  data,  that  the  availability  of  credit  for  small 
businesses  had  improved  a  bit.  The  report  found  that  access  to  credit  did  not  appear  to  be  an 
important  factor  constraining  small  businesses,  as  demand  for  credit  remained  low  in  1993. 

Senior  Loan  Officer  Opinion  Survev 

The  Federal  Reserve  Board  recently  published  a  senior  loan  officer  opinion  survey  on 
bank  lending  practices.   The  survey  asks  questions  about  bank  lending  standards  and  terms, 
and  about  changes  in  loan  demand.  In  the  January  1994  survey,  banks  reported  easing  terms 
and  standards  on  commercial  and  industrial  loans  to  firms  of  aU  sizes.   Further,  the  loan 
officers  reported  that  demand  for  commercial  and  industrial  loans  "rose  sharply  relative  to 
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the  November  survey."  This  suggests  that  banks  are  positioning  themselves  to  meet 
additional  demand  for  small  business  loans. 

NFIB  Ouarterlv  Economic  Survev 

Each  quarter,  the  National  Federation  of  Independent  Businesses  (NFIB)  surveys 
small  businesses  on  their  borrowing  activity.  The  October  1993  survey  supports  the 
conclusion  reached  in  reviewing  other  indicators  —  that  the  availability  of  credit  is  no  longer 
a  problem.  The  survey  did  find  that  small  businesses  lacked  confidence  in  the  economic 
prospects  in  the  short  term.  This  survey  result,  however,  does  not  take  into  account  the 
robust  Gross  Domestic  Product  (GDP)  growth  in  the  fourth  quarter  of  1993.  As  of  October, 
the  survey  noted  that  only  33  percent  of  surveyed  businesses  were  regular  borrowers  —  only 
one  point  above  the  all  time  low.  The  percentage  of  these  firms  that  reported  difficulty  in 
borrowing  remained  constant.   Consequently,  the  NFIB  concluded  that  there  were  no  credit 
availability  problems  for  firms,  but  that  firms  were  not  seeking  loans. 

What  the  data  and  the  surveys  suggest  is  that  creditworthy  small  business  borrowers 
are  no  longer  being  denied  access  to  credit.  However,  it  seems  that  demand  by  small 
businesses  for  loans  has  not  increased  as  much  as  we  had  hoped.  As  we  move  forward,  the 
Administration  will  continue  to  address  this  issue  as  a  part  of  the  broader  goal  of  improving 
the  nation's  economic  performance  and  addressing  the  structural  problems  of  the  banking 
industry  that  inhibit  the  flow  of  credit. 
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m.  Future  Administration  Initiatives  to 
Enhance  Credit  Availability 

While  the  improvements  I  have  mentioned  earlier  are  encouraging,  the  Administration 
has  an  ongoing  agenda  designed  to  address  the  needs  of  small  businesses.  Administrator 
Bowles,  of  the  Small  Business  Administration  (SBA),  has  found  in  his  meetings  with  small 
business  owners  across  the  country  that  there  still  is  an  access  to  credit  problem  for  working 
coital  and  for  loans  less  than  $50,000.  The  Administration  will  continue  to  look  for  and 
will  support  policies  to  increase  the  lending  and  equity  capital  available  to  small  businesses, 
and  as  you  know,  we  have  worked  very  hard  to  increase  the  funding  for  the  SBA's  loan 
programs. 

Here  at  Treasury,  for  example,  we  are  leading  an  interagency  group  to  establish  the 
North  American  Development  Bank,  or  "NADBank,"  to  provide  financing  for  environmental 
projects,  and  NAFTA-related  community  adjustment  and  investment.  We  currenfly  envision 
implementing  the  community  adjustment  and  investment  program  by  tapping  into  existing 
federal  credit  programs.   We  anticipate  that  by  using  existing  federal  credit  programs,  the 
NADBank  community  adjustment  and  investment  program  will  make  at  least  $200  million  in 
new  financing  available  to  small  businesses.  The  Administration  is  also  implementing  the 
Empowermoit  Zone  and  Enterprise  Community  program  and  a  Microloan  Demonstration 
program.   Both  of  these  programs  should  provide  significant  benefits  to  small  businesses 
located  in  distressed  communities. 
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The  Administration  also  has  a  comprehensive  agenda  to  prepare  our  banking  system 
for  the  challenges  of  the  next  century  and  meet  the  credit  needs  of  all  Americans.   Our 
legislative  agenda  includes  consolidating  federal  banking  agencies,  removing  the  geographic 
restrictions  on  commercial  banks,  and  enacting  the  President's  Community  Development 
Financial  Institutions  legislation.  On  the  administrative  side,  the  agencies  are  the  midst  of  an 
intensive  reform  of  the  Community  Reinvestment  Act,  in  addition  to  continuing  work  on  the 
Credit  Availability  Program. 

Community  Development  Financial  Institutions 

As  you  are  aware,  President  Clinton  has  made  community  development  and  individual 
empowerment  a  major  goal  of  his  Administration.  To  meet  this  goal,  communities  and 
individuals  need  to  have  the  access  to  capital  to  turn  the  commitment  to  self-improvement 
into  action. 

The  Administration's  Community  Development  Banking  and  Financial  Institutions 
Fund  represents  a  critical  step  forward  in  providing  the  needed  tools.   It  is  a  bottom-up 
approach  to  stimulating  community  development.  The  Fund  will  strengthen  nontraditional 
financial  institutions  that  specialize  in  supplying  capital,  credit,  and  other  financial  services  to 
distressed  communities.  We  envision  community  development  financial  institutions  as  one  of 
the  catalysts  for  preserving  and  creating  smaU  businesses  in  distressed  areas. 
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Consolidation  of  Federal  Banking  Agencies 

Consolidation  of  federal  banking  agencies  presents  a  unique  opportunity  to  rebuild  a 
part  of  America's  economic  infrastructure  that  has  become  badly  outmoded,  and  to  make 
government  more  effective  and  efficient  in  a  way  that  is  meaningful  to  all  Americans.  The 
current  federal  bank  regulatory  structure  is  senselessly  convoluted,  places  a  serious  drag  on 
the  nation's  banking  industry,  and  ill  serves  the  financial  services  needs  of  small  businesses. 
Over  the  past  20  years,  the  percentage  of  credit  market  assets  in  banks  and  thrifts  has 
shrunk.   It's  gone  from  62  percent  to  just  36  percent  —  the  lowest  level  in  history.   Small 
businesses  on  Main  Street  are  the  ones  that  suffer  as  the  role  of  banks  decline.  Big 
businesses  can  get  their  money  on  Wall  Street.   But  the  small  business  people  —  the  job 
creators  in  this  economy  —  visit  their  local  bank. 

Today,  four  different  federal  agencies  regulate  and  supervise  depository  institutions 
that  are  insured  by  the  FDIC.  Trapped  in  this  maze  of  bureaucracies,  most  banking 
organizations  are  subject  to  redundant  demands,  overlapping  supervision,  and  often 
inconsistent  regulation  by  two,  three,  or  even  all  four  of  the  federal  regulatory  agencies. 
The  Administration's  proposal  would  combine  regulatory  and  supervisory  functions  of  the 
OCC,  the  Federal  Reserve,  the  FDIC,  and  the  OTS  into  a  new  independent  agency,  the 
Federal  Banking  Commission  (FBC).   Our  consolidation  proposal  will  improve  the  quality  of 
the  regulation  and  supervision  of  our  banking  system  and  eliminate  inconsistent 
interpretations  of  the  same  laws  and  rules.   It  will  increase  the  accountability  for  regulating 
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financial  institutions.  The  proposal  also  will  eliminate  the  potential  conflicts  of  interest 
inherent  in  the  present  system  and  ultimately  reduce  government  and  industry  expenses, 
benefitting  banks,  small  businesses,  consumers,  and  the  economy  as  a  whole. 

In  recognition  of  the  importance  of  the  banking  system  to  small  businesses,  the 
Administration's  regulatory  consolidation  proposal  provides  that  one  of  the  advisory 
committees  of  the  FBC  will  be  focused  on  snudl  businesses.   This  will  give  small  businesses 
a  direct  forum  to  bring  their  needs  and  concerns  to  the  attention  of  the  FBC. 

Interstate  Branching  Legislation 

The  Administration  supports  legislation  that  would  allow  banks  to  expand  across  state 
lines.  Consequoitly,  we  have  worked  actively  on  and  support  the  bills  recently  reported  out 
of  the  House  and  Senate  Banking  Committees. 

Removing  the  geogr^hic  restrictions  on  U.S.  commercial  banks  will  yield  important 
benefits  to  the  banking  system,  small  business  borrowers,  and  to  the  nation's  economy.  First 
and  most  importantly,  it  will  tend  to  promote  a  safer  and  sounder  banking  system. 
Geographic  diversification  will  help  banks  make  their  assets  and  income  more  stable,  and 
thus  better  enable  them  to  withstand  regional  recessions  and  meet  credit  needs  in  times  of 
stress.   Second,  it  will  give  banks  an  opportunity  to  structure  themselves  more  efficiently, 
eliminate  duplicative  functions,  and  reduce  expenses.   Third,  it  will  encourage  competition 
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by  making  it  easier  for  institutions  to  enter  markets  that  are  not  now  fully  competitive. 
Because  of  their  reliance  on  banks  to  meet  their  credit  needs,  we  expect  that  small  businesses 
will  benefit  from  these  improvements  in  the  banking  system  which  will  accrue  fi'om  interstate 
branching. 

Community  Reinvestment  Act  Reform 

At  the  request  of  the  President,  the  federal  bank  regulators  are  changing  the 
Community  Reinvestment  Act  (CRA)  regulations  so  banks  can  meet  the  credit  needs  of  the 
community  rather  than  performing  needless  p^)erwork.  The  proposed  regulation  would 
replace  the  current  twelve  assessment  factors  with  distinct  assessment  standards  based  on 
measurable  performance  in  three  specific  areas:  lending,  service,  and  investment.   Small 
businesses  should  especially  benefit  firom  this  new  focus  on  performance,  since  under  the 
proposed  rules  insured  depository  institutions  would  receive  explicit  CRA  credit  for  small 
business  loans  made  in  low-  and  moderate-income  areas.   Additionally,  the  proposed  rules 
will  require  the  collection  and  reporting  of  small  business  lending  data,  collated  by  the  size 
of  the  businesses^.  The  requiremoits  of  the  rules  are  not  yet  final,  since  they  are  in  the 
comment  period.  However,  this  data,  along  with  the  call  report  data,  can  prove  useful  in  the 


^  Data  will  be  collected  in  the  following  categories  :  (1)  small  businesses  with  average 
annual  gross  receipts  of  (i)  less  than  $250,000,  (ii)  $250,000  to  $1  million,  and  (iii)  $1 
million  to  $10  million,  and  (2)  manufacturing  businesses  with  average  annual  gross  receipts 
of  $10  million  or  more  and  fewer  than  500  employees. 
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future  to  assess  the  credit  needs  of  small  businesses,  and  the  most  effective  responses  to 
those  needs. 

IV.  Conclusion 

Providing  credit  to  small-  and  medium-sized  businesses  is  an  important  and 
continually  challenging  task.  We  have  already  made  some  progress  by  implementing  the 
President's  Credit  Availability  Program.  But  more  remains  to  be  done.   We  are  actively 
working  to  ensure  the  small  businesses  grow  and  prosper. 

I  will  be  pleased  to  respond  to  any  questions  the  Committee  may  have. 
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Mr.  Chairman,  I  am  John  Shivers,  Chairman,  President,  and  CEO  of  the  Southwest 
Bank  in  Fort  Worth,  Texas.    I  am  also  President  of  the  Independent  Bankers  Association  of 
America  (IBAA).   The  IBAA  is  the  only  national  trade  association  that  exclusively  represents 
the  interests  of  community  banks. 

We  appreciate  this  opportunity  to  testify  on  the  Administration's  initiatives  to  increase 
small  business  lending  and  on  overall  trends  in  small  business  lending.    As  requested  in  your 
letter  of  March  3,  1994  I  will  also  discuss  the  usefulness  of  the  information  required  in  bank 
call  reports  and  the  need  for  further  initiatives  to  encourage  bank  lending  and  reinvigorate 
our  banking  system.   Much  of  my  testimony,  particularly  on  the  effects  of  the 
Administration's  initiatives  and  on  trends  in  small  business  lending,  is  based  on  my 
experiences  in  Texas. 

Administration's  Initiatives 

The  IBAA  welcomed  the  Clinton  Administration's  "credit  crunch"  alleviation  program 
announced  on  March  10,  1993.   This  multi-faceted  program  was  an  excellent  effort  to 
stimulate  lending  to  small  and  medium-sized  businesses.     IBAA  was  particularly  supportive 
of  the  measures  designed  to  ease  the  restraints  on  bank  lending  and  restore  character  lending 
which  included  the  creation  of  a  special  "basket"  for  low  documentation  loans. 

Some  of  the  measures  that  had  a  measurable  impact  on  banks'  lending  were  internal 
changes  in  agency  policies.   The  agencies  created  a  viable  appeals  process,  clarified  loan 
classification  standards,  revised  guidelines  for  the  treatment  of  loans  returning  to  performing 
status  and  ensuring  that  examination  procedures  for  loans  secured  by  real  estate  focused  on 
the  borrower's  ability  to  pay  over  time  rather  than  presuming  immediate  liquidation  of  the 
collateral.   These  internal,  procedural  changes  sent  a  clear  message  to  the  examiners  that 
allowing  bankers  to  use  their  judgement  would  not  compromise  safety  and  soundness. 

One  of  the  key  parts  of  the  administration's  credit  crunch  alleviation  plan  was  special 
low  documentation  loan  baskets.   Unfortunately,  these  baskets  have  been  little  used  by  the 
industry.   In  an  attempt  to  balance  safety  and  soundness  concerns  with  wholesale  changes  in 
documentation  standards,  the  agencies  said  that  the  basket  could  only  equal  20%  of  a  bank's 
total  capital,  with  an  individual  loan  capped  at  3%  of  total  capital.   The  small  size  of  the 
basket-basically  6  loans-makes  it  inconsequential.   No  bank  will  change  their  underwriting 
procedures  or  documentation  standards  for  6  loans.    Bankers  spend  too  much  time  training 
staff  to  "get  it  right"  to  change  for  such  a  small  program.   The  concept  behind  this  program 
is  great  and  we  would  welcome  the  opportunity  to  put  it  to  use.    But,  before  this  will  happen 
the  program  must  be  meaningful. 

The  other  significant  part  of  the  Administration  initiative,  increasing  the  de  minimis 
level  for  appraisals  from  $100,000  to  $250,000  was  delayed  for  a  year  because  of  self- 
serving  protests  by  the  appraisal  industry.   The  Federal  Reserve  has  just  adopted  the  new 
level  and  we  expect  the  other  agencies  to  follow  suit. 
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Fortunately,  we  have  seen  improvement  in  the  supervisory  climate  in  some  areas  of 
the  country  and  we  believe  that  the  Administration's  1993  initiatives,  including  the 
interagency  policy,  have  contributed.    Also  important  to  sending  the  message  on  the  new 
climate  is  the  fact  that  Congress  began  to  move  on  legislation  reducing  the  regulatory 
burden.   The  House  approved  helpful  regulatory  relief  provisions  as  part  of  the  community 
development  financial  institutions  bill  it  passed  last  year,  while  the  Senate  may  have  voted  on 
its  companion  bill  by  the  date  of  this  hearing.    If  it  passes  this  legislation  Congress  will  both 
relieve  specific  regulatory  burdens  and  send  another  signal  to  bank  examiners  throughout  the 
country  that  it  has  joined  the  Administration's  call  for  a  return  to  balanced  bank  supervision. 

Passage  of  these  provisions  remains  important  because  we  are  still  waiting  for  the 
final  safety  and  soundness  rules  mandated  by  the  FDIC  Improvement  Act.    Examiners  will 
receive  yet  another  message  of  stricter  rules  and  regulations  conflicting  with  the  need  to 
restore  balance. 

Examiners  are  sensitive  to  past  Congressional  criticism  of  examination  policies, 
particularly  regarding  failed  savings  and  loan  associations.    Bank  examiners  who  came  to  my 
bank  were  very  skeptical  of  the  interagency  initiative.   They  expressed  concern  that  the 
program  would  lead  to  careless  lending  based  solely  on  individual  character,  without 
reference  to  other  key  lending  criteria.    Given  this  attitude,  combined  with  the  small  size  of 
the  basket  prompted  my  bank  to  decide  not  to  use  the  program.   I  have  heard  similar 
reactions  from  other  bankers  in  our  association. 

We  share  some  of  the  examiners'  concerns  about  pure  character  lending.   We  all  must 
recognize  the  importance  of  looking  at  the  fiyg  "Cs"  of  credit  in  making  any  loan.   These  are 
Cha-^cter,  Cash  flow.  Capacity  of  the  borrower.  Credit  worthiness,  and  Collateral. 
Examination  policies  that  focus  on  any  one  of  these  factors  to  the  exclusion  of  others  can 
distort  lending.   We  cannot  rely  solely  on  character  to  ensure  loan  repayment,  though  that  is 
a  critical  factor. 

Similarly,  collateral,  which  has  been  overemphasized  in  recent  years,  is  a  useful 
backstop  but  the  wise  lender  understands  that  it  can  deteriorate  in  value.    In  our  bank  we 
look  at  all  five  of  the  "Cs"  when  making  a  loan. 

One  of  the  reasons  the  agencies  took  their  initiative  last  year  may  have  been  a 
reaction  to  some  examiners'  overemphasis  on  collateral.    Examiners  would  classify  seasoned 
loans  that  were  performing  well  because  the  loan  file  lacked  an  up-to-date  appraisal. 
Bankers  had  to  seek  a  new  appraisal  even  if  the  underlying  business  was  profitable  and  the 
loan  was  performing  as  agreed.   These  expensive  appraisals,  up  to  three  or  four  thousand 
dollars  in  some  cases,  actually  undermined  the  borrower's  ability  to  make  loan  payments, 
while  adding  nothing  to  the  soundness  of  the  loan.   This  problem  should  be  minimized  once 
the  new  appraisal  rules  go  into  effect. 
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In  summary,  we  welcomed  the  interagency  initiative  and  believe  it  has  contributed  to 
a  general  improvement  in  the  supervisory  climate  that  we  have  seen  in  our  banks  day-to-day. 
However,  I  do  not  believe  it  has,  under  its  specific  terms,  directly  increased  small  business 
lending  to  a  significant  degree. 

Trends  in  Small  Business  Lending 

To  understand  current  trends  in  small  business  lending  it  is  important  to  recall  some 
history.    For  the  last  five  or  six  years  examiners  discouraged  lending  by  strictly  reviewing 
loans.    First,  there  was  the  total  focus  on  collateral,  then  the  total  focus  on  cash  flow,  then 
we  went  back  to  collateral.    I  can  remember  that  in  1986  the  bank  examiners  started 
disregarding  borrower's  payment  records.    Even  if  the  loan  was  performing  and  showed 
every  evidence  of  continued  performance  the  loan  would  be  classified  for  other  reasons  such 
as  declining  collateral  value—even  if  we  had  only  taken  the  collateral  as  back  up  to  a  viable 
cash  flow.   This  was  the  start  of  the  "performing-non-performing  loan"  phenomenon.   This 
affected  both  the  borrowers  and  the  economy. 

The  SBA,  after  suffering  losses,  also  significantly  tightened  their  lending  criteria  in 
1990  and  1991.  They  were  no  longer  willing  to  help  banks  make  marginal  loans.  This  is 
perfectly  understandable,  but  it  has  reduced  lending. 

Recently,  official  policy  has  begun  to  change.    Last  year,  examiners  began  to  consider 
borrowers'  payment  history  for  the  first  time  in  years.    While  our  recent  examinations  have 
been  less  rigid,  field  examiners  are  still  very  tough.   We  don't  object  to  tough  exams  as  long 
as  they  are  fair  and  the  examiners  show  some  semblance  of  reasonableness. 

As  the  economy  has  improved,  we  have  attempted  to  increase  our  lending,  but  have 
found  little  new  demand  for  commercial  loans.    Businesses  are  very  reluctant  to  increase 
their  borrowing  because  of  the  credit  crunch  they  experienced  over  the  past  several  years. 
Many  businesses  which  were  meeting  their  obligations  nevertheless  had  their  lines  of  credit 
called  when  their  bank  failed  and  their  loan  was  taken  over  by  another  bank  or  the  FDIC. 
Even  where  another  bank  held  the  loan,  that  bank  often  put  the  loan  into  a  "junk  bank"  and 
sought  to  collect  the  loan  immediately,  rather  than  continue  to  service  the  customer.    Having 
been  burned  by  the  credit  crunch,  most  businesses  are  attempting  to  fund  themselves 
internally  rather  than  seeking  new  loans.   This  results  in  slower  economic  expansion  and  less 
job  growth. 

Many  of  these  business  borrowers  may  have  blemishes  on  their  credit  records  which 
do  not  accurately  reflect  their  current  situation.   They  may  reflect  the  fact  that  the  borrower 
had  the  misfortune  to  have  a  line  of  credit  called  because  of  a  bank  failure.   These  problems 
that  were  not  the  borrower's  fault  should  not  be  an  excuse  to  deny  credit  today. 
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Beginning  in  1991  our  bank  began  to  lend  to  profitable  businesses  whose  loans  had 
been  relegated  to  the  FDIC  or  the  junk  banks.   This  has  brought  a  lot  of  good  business  into 
our  bank.    We  had  little  competition  for  it  until  1992,  when  one  or  two  other  banks  began  to 
seek  similar  opportunities.   That  increased  in  1993  and  now  we  are  beginning  to  see  some 
larger  banks  return  to  questionable  practices  of  the  1980s.    They  are  seeking  growth  at 
almost  any  price. 

For  example,  one  of  our  out-of-state  competitors  is  seeking  to  take  over  one  of  our 
loan  customers  by  offering  an  interest  rate  that  is  far  too  low,  considering  the  level  of  risk 
involved.   The  loan  is  collateralized  at  a  35  percent  loan-to-value  ratio,  but  the  bank  plans  to 
release  half  of  the  collateral  -  making  it  a  marginal  loan  -  and  charging  just  over  the 
national  prime  rate.    Even  though  we  want  to  increase  our  commercial  lending,  we  will  not 
stretch  our  standards  to  make  loans  that  neither  belong  in  a  commercial  bank  nor  meet 
prudent  underwriting  standards. 

Despite  problems,  we  have  had  some  success.    We  have  redui:ed  our  inventory  of 
repossessed  real  estate,  "other  real  estate  owned,"  by  50  percent.   We  have  made  loans  on 
those  properties  to  business  that  seek  to  operate  them,  not  to  investors.   That  means  that  they 
are  again  productive  contributors  to  the  economy.   We  are  also  seeing  increased  demand  for 
new  homes,  which  provides  us  the  opportunity  to  make  construction  oans  as  well  as  to 
originate  long-term  loans  for  home  buyers. 

Unlike  some  of  the  larger  banks,  we  are  actively  seeking  to  make  business  loans 
under  $100,000.    Our  loan  officers  recently  went  to  a  loan  fair  at  a  local  junior  college.   The 
large,  out-of  -state  banks  represented  there  told  the  audience  that  their  minimum  loan  size 
was  $1  million.    One  prospective  borrower  asked  if  any  of  the  bankers  present  -  which 
included  representatives  of  both  large  and  small  banks  -  were  interested  in  the  under- 
$100,000  loan.   We  were  the  only  bank  that  said  we  were. 

These  kinds  of  loans  are  relatively  expensive  to  process  but  they  can  be  significant  job 
creators.   They  also  help  the  bank  diversify  its  risk.    As  a  result,  that  is  a  niche  we  have 
selected  for  our  bank. 

The  Small  Business  Administration  recently  launched  a  pilot  program  which  gives  us 
another  way  to  serve  that  market.    It  is  the  small  loan,  low  documentation  program  for  loans 
under  $100,000.    It  allows  lenders  to  decide  how  much  documentation  is  appropriate  to 
submit  along  with  guaranty  loan  requests,  speeding  up  the  approval  process.    Other  eligibility 
requirements  are  the  same  as  under  the  regular  7(a)  guaranty  program. 

It  is  important  to  note  that  while  the  lender  may  submit  fewer  documents  to  the  SBA, 
the  lender  must  still  be  sure  that  the  loan  is  sound.    That  may  involve  obtaining  virtually  all 
of  traditional  loan  documentation.    However,  since  the  bank  does  not  have  to  submit  all  the 
documents  it  has  to  the  SBA,  approvals  are  often  made  in  a  matter  of  a  few  days,  rather  than 
in  six  to  eight  weeks.   That  is  often  critical  to  a  business  that  has  an  immediate  opportunity 
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We  believe  that  this  program  could  be  very  helpful  to  banks  and  small  businesses 
throughout  the  country,  particularly  if  the  loan  level  could  be  increased  above  $100,000  to 
perhaps  $200,000. 

Small  Business  Information  in  Call  Reports 

Section  122  of  the  FDIC  Improvement  Act  required  that  banks'  call  report  include 
information  on  small  business  and  small  farm  lending.   This  section  was  intended  to  measure 
credit  available  to  small  businesses.    The  Federal  Financial  Institutions  Examination  Council 
implemented  this,  using  the  original  amount  of  a  loan  or  loan  commitment  as  a  reasonable 
proxy  for  business  size. 

We  have  found  this  requirement  to  be  both  unduly  expensive  to  implement  while 
failing  to  provide  useful  data.    It  does  not  meet  any  reasonable  cost/benefit  test. 

It  does  not  measure  credit  demand,  an  applicant's  credit  history,  other  sources  of 
credit,  and  rates.    As  a  result,  the  information  will  be  virtually  useless. 

At  the  same  time,  there  are  existing  sources  for  meaningful  credit  information.   For 
example,  the  National  Federation  of  Independent  Business  Foundation  issues  a  report  four 
times  a  year  on  the  credit  available  to  small  business.    The  Federal  Reserve  also  conducts 
numerous  surveys  on  credit  conditions.   These  have  more  statistical  validity  than  the  new  call 
report  data. 

We  recommend  that  Congress  repeal  section  122. 
Further  Initiatives 

In  addition  to  promptly  enacting  regulatory  relief  provisions  contained  in  the 
community  development  financial  institutions  legislation  we  also  urge  Congress  to  enact 
meaningful  bankruptcy  reform.    Liberal  bankruptcy  laws  have  made  it  much  too  tempting  for 
borrowers  to  walk  away  from  loans  that,  if  they  worked  with  their  lenders,  they  could  pay 
off  in  a  reasonable  time. 

Congress  should  also  clarify  the  secured  lender  exemption  under  the  Superfund  law. 
As  you  know  very  well,  Mr.  Chairman,  banks  are  extremely  reluctant  to  lend  on  properties 
that  might  pose  environmental  problems.  They  are  reluctant  to  expose  their  bank  to  lender 
environmental  liability,  despite  some  protection  existing  in  the  law. 

The  Comprehensive  Environmental  Response,  Compensation  and  Liability  Act 
(CERCLA)  provided  protection  from  liability  for  secured  creditors  who  hold  indicia  of 
ownership  in  a  facility  without  "participating  in  management."    However,  much  uncertainty 
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existed  about  what  constitutes  "participation  in  management".   To  alleviate  the  uncertainty, 
the  EPA  developed  guidelines  describing  activities  that  lenders  could  undertake  without 
triggering  liability  for  hazardous  waste  clean  up. 

Unfortunately,  last  month  the  United  States  Court  of  Appeals  for  the  District  of 
Columbia  Circuit  issued  a  decision  in  Kelley  v.  EPA  that  threw  out  the  EPA's  lender 
liability  rule.    As  a  result,  lenders  are  thrown  back  into  a  sea  of  uncertainty  and  increased 
risk  when  lending  on  a  secured  basis  on  real  property. 

Insuring  for  environmental  risk  is  not  an  answer.    More  than  a  year  ago  the  IBAA 
introduced  its  Bankers  Environmental  Risk  Insurance.   The  intent  of  this  product  was  to 
insure  community  banks  against  losses  related  to  environmental  issues,  allowing  bankers  to 
begin  lending  again  to  businesses  such  as  dry  cleaners,  gas  stations  and  others  that  might 
cause  environmental  contamination.   This  product,  however  has  not  been  successful.    Even 
with  this  insurance  product,  bankers  continue  to  avoid  making  loans  on  properties  that  may 
expose  them  to  environmental  lender  liability. 

To  permanently  resolve  the  liability  issue  and  enable  credit  to  flow  to  this  business 
segment,  legislation  is  necessary.    At  a  minimum.  Congress  must  make  clear  that  the 
Environmental  Protection  Agency  does  have  the  authority  to  issue  a  rule  clarifying  the 
secured  lender  exemption. 

Conclusion 

The  Administration  has  attempted  to  increase  the  flow  of  credit  to  small  businesses, 
working  both  through  the  regulatory  agencies  and  the  SBA.    But,  more  needs  to  be  done, 
especially  to  get  the  word  out  to  field  examiners  that  they  should  take  a  balanced  approach. 
Congressional  action  on  regulatory  relief,  bankruptcy  reform,  and  environmental  liability 
would  send  a  useful  signal  to  bank  examiners  and  bankers  that  it  is  a  good  time  to  increase 
lending. 
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